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FOREWORD 



The Administrative Management Course Program was developed 
by the Small Business Administration in cooperation with educational 
institutions to bring modern management knowledge and techniques to 
the owners and managers of small busines ses . In 12 years over 1,000 
universities, colleges, and local school systems have cosponsored 
over 4,300 courses with this Agency. Over 110,000 owners and 
managers of small busine s s e s have attended these courses. Distributive 
Education, working through the local school systems, has accounted 
for about one-third of these totals. 

This is an outstanding demonstration of public spirit and serv- 
ice on the part of these hundreds of educational institutions. Yet, there 
remain many thousands of small-business owners and managers who 
have never had the opportunity to attend an administrative management 
course. 



A committee on management education, consistingof represent- 
atives of the Small Business Administration and the Distributive Edu- 
cation Division of the American Vocational Association, was formed 
to study ways of meeting the small-business management needs of the 
small communities and very small businesses in poverty areas. The 
committee recommended that a series of subject presentations, in- 
cluding lesson plans, lectures, visual aids, case studies, and handout 
material, be developed to assist in the establishment of administrative 
management course programs in new locations. Further, it was felt 
that this material could substantially as sist existing management pro- 
grams, particularly by emphasizing the importance of continuing edu- 
cation for small-business owners and managers, and by assisting the 
busy instructor with his preparation. 

SBA accepted the responsibility for developing a series of sub- 
ject pr e s entations in the field of administrative management for use by 
educators and businessmen who teach these management courses. We 
believe that thesepresentations will be particularly useful to Distribu- 
tive Education in the smaller community where library research facil- 
ities are limited and equipment for the production of visual aids is not 
readily available. They will also assist community planning groups in 
implementing the educational provisions of the Economic Opportunity 
Act of 1964. 
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This booklet was prepared jointly by staff member s of thelnter- 
nal Revenue Service and SBA's Management Development and Training 
Program, under the administrative direction of George C. Willman, 
Jr. , Program Manager. Artwork and visuals were prepared by the 
Graphics and Design Branch, Office of Administrative Services. 



Bernard L. Boutin 
Administrator 



August 1966 
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li set of the visual aids is available from the nearest SBA regional 

i;i office (see inside back cover for listing). These visuals are 8- by 

10-inch colored transparencies for use on overhead projectors. 

>I‘>!‘Among the materials prepared as "handouts" to participants are sev- 
r: eral SBA free publications. Current information on the availability 

[' of suggested and new SBA publications may be obtained from the 

nearest SBA office. 
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A WORD ABOUT THIS SESSION 



This publication, one of a series, is directed toward teaching 
management skills to the small -business man. When the term "manage- 
ment" is used, it refer s toadministrative management functions rather 
than to purely operational features of business. The complete set of 
subject presentations may be obtained on loan from the nearest Small 
Business Administration field office (listed on the inside back cover). 
Single booklets or complete sets may be purchased from the Superin- 
tendent of Documents, Washington, D. C. 20402. 

This topic. Taxation: A Key Factor in Business Decisions , was 
prepared to aid in teaching one session of a basic course. It contains 
sufficient material for a 45- to 60-minute lecture which is usually fol- 
lowed bya discussion period. The management case on page 63 can be 
used to extend the session or to form the basis for a second session on 
the topic. 

The lecture is designed to be presented to the businessman in 
nontechnical language. It is one approach to teaching management of 
financial matters. Instructors will probably prefer to modify or revise 
the lecture in order to use their personal background and experience 
in the subject area. They may also find it preferable to alter the topic 
to take account of the training or special needs of their class partici- 
pant s . 



This topic may be handled by a tax lawyer, an accountant, an 
Internal Revenue Service officer, or another whose training, experi- 
ence, and interest qualify him. Guide for Part-Time Instructors, 
Distributive Education for Adults , a publication of the U.S. Office of 
Education, may prove useful to local instructors. 

The various sections of the publicationare separated by divider 
sheets of different colors. On the following page, these colors are 
given and the contents of the sections are briefly described. 



Gray -- The Lesson Plan . An outline of the material covered which 
may be used as a teaching guide, or as a framework for devel- 
oping an individualized presentation. The lesson plan contains 
two columns: the left-hand column is an outline of the presen- 

tation; the right is a step-by-step indication of procedure, in- 
cluding chalk-board suggestions, quotations, discussionpoints, 
and a keyed guide to the visual aids supplied. 

Rust -- The Presentation. A carefully prepared subject presentation 
which may be used as written or modified to meet local needs 
and conditions. It may also be used as a source of information 
by a person preparing his own lecture. 

Buff -- The Visual Aids . Photographic copies of the set of visual aids 
which are available for this topic. These visuals are 8- by 10- 
inch colored transparencies prepared for use on overhead pro- 
jectors. The subject presentation and lesson plan are keyed to 
the visuals. A set of visuals for each subject in this series 
may be borrowed from the nearest SBA regional office. 

Green -- The Supply Department . Materials which may be reproduced 
locally for distribution to course participants. Your nearest 
SBA office can furnish information on current availability of 
SBA free publications, including titles published subsequent to 
this volume. 

Yellow -- Cases in Point . Short actual small-business management 
cases which may be used to augment the presentation and to 
develop discussion, or as the basis for a second session on the 
same topic. 

Blue -- The Incubator . Ideas for stimulating further thought and dis- 
cussion by the participants. This material maybe reproduced 
locally for distribution to course participants. 'Assignments" 
are designed to aid in retention of the subject matter of the 
session. 



Note: See back cover for index reference to the divider sheets. 
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STmULATE GROUP BY SERVING 
AN INSTRUCTIONAL COCKTAIL 



RECIPE 
Use The Three B's (Bubbles) 

O Bose instruction on problems at learners 
level. 

O Blend instruction with job experience. 

O Brighten instructions with variety of 
illustrations, investigations 
and group participation. 




FOUR BASIC STEPS OF INSTRUCTION 
Instructing is like selling • • 



Selling Instructing 



1. Approach customer 
Promptness 
Put at ease 
Awaken interest 



1. Prepare the group 

Start on schedule 
Put group at ease 
Awaken interest 



2. Present merchandise or service 

Select merchandise to fit need 
Show one item at a time 
Demonstrate selling points 



2. Present information 

Gauge material to needs 
Present one point at a time 
Show, illustrate, question 



3. Have customer take part 

Get merchandise into customer's 
hands 

Let customer "try on" 
merchandise 

Answer questions and meet 
objections 

4. Bring sale to close 

Help customers decide; ask: 
"which" 

"for whom” 

"when" 

Be sure merchandise fits 
need 

Summarize points of care and 
use 

Handle mechanics of sale 

Pave way for return visit 




3. Have group participate 

Get group to discuss 

Have members demonstrate 
or use ideas 

Answer questions and correct 
errors 

4. Bring meeting to a close 

Check on understanding; ask: 
"why" "how" 

"when” "what" 

"where" "who" 

Be sure group now can use 
information 

Summarize "takeaway" ideas 

Make a definite conclusion 
Pave way for next session 



How To Deal With Difficult Customers” 




What To Do 

THE “MOUTH"— wanU to do Take the play away from him by adding othera to 
all the talking. comment on his remarks. 

Deliberately turn to others and ask for their opinions. 
Avoid looking at him. 

Tactfully ask him to give someone else a chance, or 
talk to him in private. 




THE “ARGUER"— constantly Keep cool. You can never “win” an argument, 

tries to catch you up. Always make him back it up. Ask for evidence. 

Avoid getting personaL 

Refer the question to the group and then to him. 




THE “MOUSE"— is in every 
group. 



Call him by name and ask him for an opinion. Ask 
him an easy question he is sure to answer well, then 
praise him. This person is worthy of your attention. 




THE “SO WHATER”— is dis- 
interested. 



Point up something he has done as a good example 
of the point being stressed. Ask direct questions 
affecting bis work. 
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LESSON PLAN 



TOPIC: TAXATION: A KEY FACTOR IN BUSINESS 
DECISIONS 



OBJECTIVES: 



To inform the businessman of his tax responsibilities. 

To show the need for careful management decisions in tax matters. 
To point out sources of tax aid and information. 



SESSION CONTENT 

I. INTRODUCTION 



A. Taxes supply revenue to- 



1. Pay for national defense 

2. Support domestic programs 

3. Meet commitments abroad 



B. 



Duty to pay- -but only the 
amount required by law 



C. 



Knowledge of taxes 
important- - 



1 . 

2 . 



3. 



Tax rate on incomes varies 
Some business trans- 
actions taxed differently 
Tax benefits sometimes 
missed 



D. 



Year-round tax counseling 
offered by IRS 



O 
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TIPS AND APPROACHES 



Visual No. l;use the Holmes 
quotation (or other appropri- 
ate introduction) to establish 
contemporary attitudes to- 
ward taxes. 



Discuss the Hand quotation. 



If time permits , give examples 
of these points . 



Write on chalkboard: (1) the 
address of nearest IRS office; 
(2) title Tax Guide for Small 



Business. If possible, pass 
around a copy of the latest 
edition of this handbook. 






II. MANAGEMENT AFFECTS 
TAXES 

A. Business decisions and 
tax consequences 

Form of business 
organization- - 
corporation, partner- 
ship, single proprietor- 
ship- -must be considered 



Visual No. 2; time permitting 
elaborate on ways that dif- 
ferent types of business 
organizations are taxed. 
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B. Laws and management 
decisions 

1. Equity capital 

2. Loss carryback 

3. Revised depreciation 
rules 

4. Investment tax credit 

5. Voluntary pension plans 

6. Reduction of income 
tax rates 

C. You must decide 



Distribute Handout No. 8-1; 
point out significance to 
businessmen of each act of 
legislation 
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in. MAJOR FEDERAL TAXES 

A. Income taxes and-- 

1. Forms of organi- 
zation 

a. Corporation 
(dividends taxed at 
individual rates) 

b. Partnership 

c. Proprietorship 



Visual No. 3. (Use this 
visual to open discussion 
of each of these three major 
groups. ) 
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Decisions affecting taxes 




a. Business expenses 


Visual No. 4; use to introduce 


OrrUnaryand 
necessary- - 
including rent, 
utilities, supplies, 
salaries, insur- 
ance, advertising, 
licenses, commis- 
sion, interest 


discussion of each type of 
deductible expense. Visual 
No. 5; Strega that substanti- 
ating records must be kept 
and that amount deducted 
must be reasonable. 


b. Travel and entertain- 
ment expenses 


Visual No. 4. Discuss 
Revenue Act of 1962, and 
need for it, as shown by 
safari and debut party stories. 


(1) Criteria for 
allowance 


Visual No. 6. 


(2) Wife's expenses- - 
generally not 
deductible 


If available, pass out copies 
of IRS Publication No. 463, 
Rules for Deducting Travel, 
Entertainment, and Gift 
Expenses. 


c. Capital expenditures 


Visual No. 4. 


(1) Repairs, improve- 
ments, and addi- 
tions 




(2) Can deduct 

regular mainte- 
nance, but not 
capital expendi- 
ture 


Discuss, using example 
mentioned onp. 21, or other 
situation if more appropriate 
to local conditions. 


(3) General rule; 
useful life more 
than 1 year, 
capitalize 





d. Depreciation 


(1) 


Property-- 

deductible 


(2) 


Land- -not 
deductible 


(3) 


Intangible assets- 
varies 


(4) 


Types of depreci- 
ation; 




(a) Straight-line 

(b) Declining 
balance 

(c) Sum of the 
years -digits 


e. Investment credit 


(1) 

(2) 


Purpose 

Method 


(3) 

(4) 

(5) 


To qualify 
The carryback 
provision 
Limitations 



f. Inventories 



( 1 ) The 5 main type s : 
merchandise or 
stock in trade, 
raw materials,; 
work in progress, 
finished products, 
supplies 

(2) Consistency in 
valuation 



Visual No. 4. 

IRS Publication No. 456, 
Depreciation Guidelines 
and Rules, will be help- 
ful in preparing this sec- 
tion. Quiz participants on 
their understanding of the 
new criteria. 

Visual No. 7; discuss, each 
type, using formulas. 



Visual No. 4. 

Discuss, using example 
on p. 23. 



Visual No. 4. 
Visual No. 8. 
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(3) FIFO, LIFO 

(4) Cost basis 



(5) Lower of cost 
or market basis 

(6) Retail method 



(7) Nonpermissible 
practices 

g. Installment sales 

(1) Accrual method f 

(2) Installment 
method 

h. State and local busi- 
ness income taxes 



B. Excise taxes 



1. Imposed on-- 



a. Sales of some items 

b. Use of some items 

c. Certain transactions 

d. Certain occupations 

Excise Tax Reduction 
Act of 1965 

a. Manufacturer s ' excise 
taxes on cars and 
equipment. 

b. Excise taxes on 
diesel fuel and special 
motor fuels. 

c. Excise taxes on 
alcohol and tobacco 
products. 



Explain. 

Visual No. 9; any method 
must be applied to entire 
inventory. 

Figured item by item. 

Discuss fully if group is 
retail- oriented. 

Mention each, as given on 
p, 25. 

Visual No. 4. 

Discuss each method, 
using examples on p, 26. 



Discuss pertinent features 
of State and local laws. 

Visual No. 3. 

Visual No. 10; mention the 
specific items and trans- 
actions meant. 



Discuss the various changes 
brought about by this legis- 
lation, particularly in rela- 
tion to retail trade. 
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d. Excise taxes on 
tires and tubes, 
truck parts and 
acces series 



3. Highway use tax 



If useful, pass out copies 
of IRS publication No. 349, 
Federal Use Tax on Trucks, 
Truck Tractors, and Busses. 



4. Occupational excise tax; 
levied on gaming devices, 
liquor, narcotics, gam- 
bling, firearms 



C. Employment taxes 

1. Types 

a. Federal withholding 

b. Unemployment 

c. Social Security 

d. Corresponding State 
and local taxes 

2. Withholding taxes 



Visual No. 3; Visual No. 11. 



Discuss, as appropriate. 



a. 



Definition of employee 



Instructor will want to use 
examples that apply to the 
local situation. 



b. 



Withholding exemption 
certificate (Form W-4) 



( 1 ) Minimum with- 
holding 

(2) Sick pay exclu- 
sion 



Pass around copies of both 
Form W-4 and Circular E, 
Employer's Tax Guide. 



c. Definition of wages 



Read (and, if necessary, 
explain) the definition used in 
the most recent edition of 
Tax Guide for Small Business. 



Also discuss bonuses, rewards, 
gifts, tips, etc. 
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3. Withholding deposits 

a. Must be in Federal 
Reserve Bank or 
authorized commer- 
cial bank. 



b. Quarterly return 

c. Employer ID 
number 

4. Unemployment taxes 

a. Who is obligated 

b. Rate of tax 

c. Credit for State 
unemployment tax 
paid 

5. Self-employed benefits 

a. Self-Employed 
Individuals Retire- 
ment Act of 1962 

b. Inclusion of employee 

IV. ESTATE AND GIFT TAXES 

A. Advantages of a will 

1. Marital deduction 

2. Disposition of business 
interests 

B. Gift tax deductions 

1. Nbntaxable gifts 

2. Specific exemption- - 
$30, 000 

3. Charitable deduction 

4. Marital deduction 

C. Split gifts 
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Pass around copies of IRS 
Forms 941 and SS-4. 



Visual No. 12. 

IRS Document No. 5592 
explains requirements of 
the act. 



Visual No. 13; each item 
should be discussed fully, 
time allowing. 
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D. Estate tax 

1. Estate tax is an excise 
tax 

2. Estate consists of-- 

a. All decedent's prop- 
erty 

b. Jointly held property, 
annuities, life insur- 
ance 



E. Financial planning needed 

1. Itemize assets of gross 
estate 

2. Estate tax a prior lien 

3. Liquid assets essential 

F. The "marital deduction" Visual No. 14. 

1. Estate left to wife 

2. Estate left in trust 

3. Property interests Note items on p. 35. 

which qualify 

G. The lifetime gifts 
V. TAX ADMINISTRATION 



A. Goal of tax collection- - 
fair share 

B. ADP (automatic data 
processing) 



1. Uses of ADP 

2. Why returns are audited 

3. What returns are checked 
for 

4. Questions may arise 



List given on p. 35. 

Visual No. 15. 

Visual No. 16. 

Discuss topic given on p. 37 
and any others present 
owing to local problems. 
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5. Need for adequate 
records 



Discuss, using as example 
those businesses represented 
among the course participants 



6. Three cautionary rules Visual No. 17. 



a. Avoid cash trans- 
actions 

b. Pay by check 

c. Deposit all payments 

7. Getting an advance 
ruling from IRS 

C. Rights of appeal 

1. Steps in appeals proce- Visual No. 18. 
dure 

2. Jurisdiction of U. S. Tax 
Court 

3. Appealing an adverse 
decision 

4. Legal counsel recom- 
mended 

VI. CONCLUSION Hand out Focal Points No. 8 



I 




TAXATION: A KEY FACTOR 
IN BUSINESS DECISIONS 
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Some centuries ago, Robert Herrick, an [English poet, and tax- 
payer, remarked: "Kings ought to shear their sheep, not skin them. " 
He was talking about taxes. Those of you who have recently paid a tax 
bill probably agree with him. 

But despite what some may think, the Federal Government is 
equally concerned with the tax problems of its citizens . The problems 
you face as small-business men prompted SBAto offer sessions such as 
this to familiarize you with Federal tax laws. 

There is nothing strange or inconsistent about this. Taxes are 
not designed to sap the life of the economy or make paupers out of us. 
Rather, taxes supply the revenues needed to pay for national defense, 
to support domestic programs considered vital to the Nation's health 
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and welfare, and to meet the commitments our Nation has abroad. As 
Justice Holmes expressed it, "Taxes are what we pay for civilized 
society. " 

The government wants you to pay no more than your legalobli- 
gation--butnoless. And the better you understand your tax obligations, 
the more likely you will pay only what you owe. 

The classic justification for paying no more in tax than the law 
requires was given by Judge Learned Hand. He said: "Over and over 

again courts have said that there is nothing sinister in arranging one's 
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affairs to keep taxes as low as possible. Everybody does so, rich or 
poor : and all do right, for nobody owes any public duty to pay more than 
the law demands. " 

Knowledge of taxes is important to you because some incomes 
are taxed at a higher rate than others. Furthermore, certain business 
transactions are taxed differently than others while those in the same 
class or group are subject to the same requirements. Because tax re- 
quirements are not always known, businessmen frequently fail to take 
advantage of all possible tax benefits. 

(Generally, when I speakof taxes I will be talking about Federal 
taxes; but youshouldnot forget the State and local taxes which will also 
affect your business. ) 

When you do not have the services of a competent tax adviser 
available, you may be making business decisions without fully under- 
standing their tax consequence s . One way to improve this situation is 
to find out what you can about taxes. 

One source of information andassistance is the Internal Revenue 
Service. If youhavea taxproblem, the Internal Revenue Service offers 
year-round counseling to businessmen concerning their tax problems. 
Also, IRS annually publishes the excellent handbook Tax Guide for Small 
Busine s s . It covers a multitude of tax considerations --from starting 
a business to running it, selling it, or giving it away. 



MANAGEMENT AFFECTS TAXES 



A vital aspect of sound management is knowing and appreciating 
the importance of tax considerations in making business decisions . They 
can turn a profit intoa loss or give substantial value toa business being 
operated at a loss. As a small businessman, you must beawareof the 
tax consequences, of the business decisions you make. 



Business Decisions and Tax Consequences 



In other words, how you manage can affect your taxes. When 
you make a business decision you should know what will be involved in 
the matter of taxes. 



Look at what might happen if you should make a decision without 
such knowledge. Take, for example, the decision you have to make 
about the manner in which you choose to be taxed--as a corporation, 
partnership, or proprietorship, as the case may be. 



YOUR FORM OF BUSINESS ORGANIZATION CAN AFFECT 
YOUR TAXES 




PARTNERSHIP 
Visual 8-2 



Suppose, for instance, that you decide being taxed as a corpo- 
ration will benefit your firm. Suppose further that you decide this with- 
out seeking advice or fully analyzing your choice. 

Have you made a wise decision? 

Although your business makes an average income, electing to 
have it taxed as a corporationmay not be as advantageous as being taxed 
as a proprietorship or partnership. Not only is the corporation obli- 
gated to pay taxes, but the income of the owners is also taxed. Tosome 
extent this is a double tax on the same income. These are just basic 
considerations, but how often are they taken into account? 

Electing to be taxed as a corporation may not produce the most 
advantageous income tax situation for you, but it may still be in the 
best interest of your company for other reasons. I'm not suggesting 
that tax consequences should control or dominate management deci- 
sions. But you must consider the tax consequences before you make 
your management decisions. 

Laws and Management Decisions 

Congress has passed important tax legislation recognizing the 
particular needs of the small-business man. The Small Business Invest - 
mentActof 1958 and the Small Business Tax Revision Act of 1958 made 
equity Capital more available to small concerns. They also dealt with 
certain specific business problems such as carrying back a net oper- 
ating loss and granting an additional first-year depreciation allowance 
for small concerns. 
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Recent changes in tax application are also very important to the 
small-business man. Revised rules for depreciation issued by the 
Treasury Department set forth new guidelines on the useful life of 
machinery and equipment. On the whole, the new useful lives are 30 to 
40 percent shorter than those previously suggested. According to the 
Treasury, the new guidelines will permit American businesses to take 
more rapid depreciation than previously was taken on 70 to 80 percent 
of the machinery and equipment used. 

An important feature of the Revenue Act of 1962 was the 7 per- 
cent investment tax credit allowed on the purchase of certain types of 
new and used business equipment. 

The Self-Employed Individuals Tax Retirement Act of 1962 set 
up certain regulations concerning voluntary pension plans which give 
the self-employed tax advantages similar to those already available to 
executives and employees of corporations. 

By the Revenue Act of 1964, normal tax on the first $25, 000 of 
taxable corporate income was reduced from 30 percent to 22 percent. 
Also, the total tax on income in excess of $25, 000 was reduced from 
52 percent to 48 percent for tax years beginning after 1964. In addition, 
personal incometax rates were reduced from a range of 20 to 9 1 percent 
to a range of 14 to 70 percent. 



You Must Decide 

The Internal Revenue Service can point out to you the various 
laws and regulations you should consider. And the Small Business 
Administration can provide publications on the kinds of records to keep 
for income tax purposes and on other tax subjects. (SBA also provides 
assistance on management factors, suchas the improvement of account- 
ing methods which may help a firm to reduce overhead, isolate un- 
necessary costs, and itemize expenses so that they may be attributed 
to specific transactions . Such assistance may, as a byproduct, improve 
your tax position. ) But you have to make your decisions. This is espe- 
cially true of business matters affected by taxes. 

It is my hope that this session will point you, the small-business 
man, in the right direction insofar as your basic tax decisions are con- 
cerned. Then you will be able to take full advantage of the provisions 
and protections the Government has tried to build into the tax laws. I 
also want to call attention to some of the tax consequences which may 
be pr esent--unseenand unsuspected, perhaps--in the background of a 
number of common managerial decisions. 
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Keep in mind also that my purpose is not to have tax considera- 
tions overrule your business judgment, I hope rather to make you at 
least mindful of the tax implications of your decisions. 



MAJOR FEDERAL TAXES 



Most small-business men must become familiar with three ma- 
jor groups of Federal taxes : income, excise, and employment. 
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MJOR FEDERAL TAXES 
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To underscore how important an understanding of these taxes 
is, consider this fact: A $1,000 reduction in taxes is usually worth 
more than $20, 000 inadditional sales. Thus, each dollar spent on tax 
advice can have as important an effect on your profits as a similar 
amount spent on advertising, research, or other management activities,. 



Income Taxes 



Forms of Organization 

How much your business will pay in income tax depends to a 
great degree on how it is organized. If it is incorporated, then your 
profits will be taxed at corporate tax rates, which may be lower than 
individual tax rates. However, when the profits of an incorporated 
business are distributed as dividends, theyare taxed againat individual 
rates. Thus, profits from a corporation are taxed twice. 

In the other twomajor forms of business organization, the sole 
proprietorship and the partnership, profits are taxed only once, at in- 
dividual rates, even though they may not be distributed to the owners. 
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Let's give a simple illustration, considering how $1, 000 in prof- 
its would be taxed under the various forms of business organization. 
In a corporation, the $1, 000 would be taxed at the 22 percent rate appli- 
cable on the first $25, 000 of corporation profits. In this case, $780 
would be left after taxes. If you decide to take all of this money out of 
the business, you could do so by declaring a dividend in that amount. 
You would then have $780 to report as income to be taxed at individual 
rates. Because the first $100 in dividends may be excluded, you would 
have to pay taxes on $680 at the tax rate for your income bracket. 

In a partnership or sole proprietorship, this same $1,000 in 
profit would not be subject to any separate business income tax. The 
entire $1, 000 would be taxed only once, at rates for individuals. 

Profits are not the only way, however, to gain income from a 
corporation. The law provides that one of the deductible business ex- 
penses of a corporation is the salary you would pay yourself as manager 
of the business. Your salary should be comparable to what others re- 
ceive in similar positions. It would be paid by the corporation to you; 
and you would declare this amount on your personal income tax. 

In many cases, therefore, if youaremaking a living wage from 
your business, it will be taxed only at individual rates no matter what 
form of business organization you choose. A salary paid by a corpo- 
ration to you, and salary or profits froma sole proprietorship or part- 
nership, would be taxed just as personal income. 



Decisions Affecting Taxes 

Your tax liability may be affected by decisions on: ordinary 

business expenses; travel and entertainment; capital expenditures; 
depreciation; investment credit; inventories; and installment sales. 



HOW DO YOU HANDLE -- 
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Business Expenses 



Expenses that are ordinary and necessary to the conduct of the 
busines s are usually tax-deductible. Your rent and utilities, supplies, 

ORDINARY AND NECESSARY BUSINESS EXPENSES 
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salaries, insurance, advertising, licenses, commissions, interest, 
and similar expenses are deductible if they have not been included in 
"cost of goods sold. " Each such deductionmust be adequately supported 
by records, of course; and the amount you may deduct for any allowable 
expense must be reasonable. 

Expenses whichare both business and per sonal--suchas business 
property which is used partially forpersonal purposes--aresometimes 
difficult to allocate. If you have an apartment over your store, then 
you must allocate between business and personal the expenses you pay 
for rent, heat, power, and repairs. 

The same would hold true forany other property (including real 
estate, cars, or trucks) that has a dual business and personal use. 



Travel and Entertainment 

The overlap between business and personal expenses has been 
most controversial in matters of travel and entertainment. The Reve- 
nue Act of 1962, which was aimed at curbing expense account abuses, 
has eliminated much of the confusion. This legislation established lim- 
itations on business expense deductions for travel and entertainment 
and outlined the substantiation required to support the deductions. 

Briefly, entertainment expenses must be ordinary andnecessary 
expenses of carrying on your trade or business, and you must be able 
to substantiate them or they will not be allowed as deductions. With 
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certain exceptions, you must also be able to show that they are "directly 
related" to theactive conduct of your trade or business, or "associated 
with" the active conduct of your trade or business. 

DEDUCTIBLE TRAVEL AND ENTERTAINMENT 
EXPENSES MUST BE- 
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These new restrictions aim to eliminate the abuses that had be- 
gun to crop up in this era of "expense a.ccount living, " You may recall 
such cases as the dairyman who charged off his African safari as a 
promotional expense; or the businessman who paid for his daughter's 
coming-out party by putting it down as business entertainment. This 
is the kind of abuse being brought under control; legitimate business 
entertainment expenses are still deductible. 

The new law also reaffirms that the expenses of your wife are 
generally not deductible when you take her along on a business trip or 
to a convention, unless you can establish that her presence served a 
bona fide business purpose. Incidental services, such as typing notes, 
etc. , are not sufficient to warrant the deductions. 

Before you include an entertainment item on your, tax return, 
check the Tax Guide for Small Business or IRS Publication No. 463, 
Rules for Deducting Travel, Entertainment, and Gift Expenses . Other- 
wise, you may have to pay additional tax because an entertainment de- 
duction is disallowed. A checkup such as this is a good preventive 
measure too: If you know beforehand that a certain kind of expense is 
not deductible, yoU might decide not to spend the money for it at all. 

Capital Expenditures 

The cost of repairs, improvements, or additions to the business 
property is another type of expense that gives some businessmen trou- 
ble. Some of these expenses are deductible immediately, others have 
to be capitalized. 
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How can you tell which is which? Let's use a simple illustra- 
tion: the difference between painting your building and adding a new 
wing to it. Painting is a regular maintenance expense which should 
be deducted along with your rent, light bill, and cleaning supplies. 
Building an addition is a capital expenditure, and you cannot deduct its 
cost. Instead, you can recover it through depreciation deductions. 

Here's a general rule for determining when an improvement is 
a capital expenditure: If it has a useful life of more than 1 year, it will 

either increase the value of the property or prolong its life, and thus 
will probably have to be capitalized. 

Depreciation 

Youmayclaima depreciation deduction on depreciable business 
property or income producing property having a useful life of more than 
1 year. This includes machinery, buildings, livestock, or similar as- 
sets. Land is never subject to depreciation allowance. Intangible as- 
sets having a limited period of usefulness- -for example, patents and 
copyrights--may be depreciated. However, goodwill, trademarks, and 
trade names usually have an indefinite life and are not deductible. 

One of the basic concepts in the annual depreciation deductionis 
that of allowing you a reasonable deduction for the exhaustionp wearand 
tear, and obsolescense of depreciable property used in your business 
or held for the production of income. This enables you to recover your 
cost of depreciable property during its estimated useful life. 

Several years ago, the rules on depreciation deductions were 
liberalized and made much simpler. In most cases, useful lives were 
shortened, and fewer categories were established. Instead of having 
to find what life is given for every particular piece of equipment, you 
only need to find what the useful life is for the operational equipment 
of your trade or business, and that of two or three general classes of 
equipment such as office machines. IRS Publication No. 456, Depreci- 
ation Guidelines and Rules, lists the accepted useful lives for income 
producing property. For your copy, send 30 cents to the Superintendent 
of Documents, U. S. Government Printing Office, Washington, D.C. 
20402. 

The tax laws permit you to choose any one of the several meth- 
ods set up to handle depreciation accounting. Whichever cne you choose 
should be the one you actually follow, not merely a bookkeeping entry 
made for taxpurposes. In other words, you should set money aside for 
depreciation according to the method you have chosen for reporting de- 
preciation deductions. 



For our examples, let's say you buy a $1, 000 piece of machin- 
ery with a life of 10 years. Straight-line depreciation is the simplest 
of the methods. Under it, you would set aside $100 each year in your 
depreciation account, and this $100 would be allowed as a depreciation 
deduction on your return. 



.TYPES OF 
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The "declining balance" method permits you to recover the cost 
of your machine at afasterrate. Here the amount of depreciation taken 
each year is deducted from the initial cost of the machine before com- 
puting the following year's depreciation. The declining balance would 
work out this way. For the first year, the depreciation allowance would 
be twice the straight line rate, or $200. The next year, the deduction 
would be $160: From the $1, 000 cost of the machine, subtract the first 
year's depreciation of $200 to give $800; the depreciation deduction 
would be 20 percent of this. 

When property is acquired new and has a life of 3 years or more, 
use double the straight line rate. In other circumstances, you should 
use 1-1/2 times the straight line rate. 

The "sum of the years -digits" is the third most commonly used 
method for computing depreciation. It applies a different fraction each 
year in figuring the depreciation deduction. Usually it permits you to 
recover cost of assets faster than if you used the straight-line method. 

To figure the fraction, square the life of the asset, add the life, 
and divide by two. With our $1, 000 machine, we would get: 

10 X 10 + lOf 2 = 55. 

Our result, 55, is the denominator of our fraction. In the first 
year, you would deduct 10/55 of the machine's cost; in the second year, 
9/55; in the third year, 8/55; and so forth. 
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This works out to $181. 82 the first year, and $163. 44 the sec- 
ond. Note that these amounts are roughly the same as in the declining 
balance method, but that they are larger than in the straight line meth- 
od. Under each of these three methods, you must make an allowance 
for salvage value, the amount you think you will get when you retire 
an asset from service and sell it. 

In addition to depreciation deductions, there is alsoaZOper- 
cent deduction allowed on certain property during its first year of life. 
This property must have a life of at least 6 years and be tangible per- 
sonal property, not land or buildings. 

Assets that would qualify for this additional depreciation al- 
lowance would be machinery and equipment used in your business or for 
the production of income. Both new and used equipment qualify. 

If you choose straight line depreciation on your$l, 000 machine 
with a useful life of 10 years, then in the first year you could take a 
$280 deduction: your 10 percent regular depreciation deduction, plus 
your 20 percent first-year allowance. With the declining balance meth- 
od, your first year's deduction would be $360. 

Investment Credit 



The investment credit is an important provision recently added 
to the tax laws. It was designed to encourage businessmen to invest in 
new plant and equipment by allowing them to reduce their tax bill by a 
portion of their investment. You may take ^ tax credit of up to 7 per- 
cent for investments that qualify. In other words, your tax bill is cut 
by that amount. 

To qualify for the credit, the assets you acquire must have a 
useful life of at least 4 years. For assets with a life of 4 but less than 
6 years, figure the credit at one-third of the cost. For 6 but less than 
8 years, use two-thirds of the cost. And for assets with a useful life 
of 8 years or more, use the full price. 

To cite an example, suppose you buy a piece of equipment cost- 
ing $9, 000. If it has a life of 4 years, then you take a tax credit of 7 
percent of $3, 000 (1/3 the cost of the equipment), thus reducing your 
total tax bill by $210. If this $9, 000 investment has a life of 6 years, 
your tax credit is 7 percent of $6, 000, or $420. If its life is 8 years, 
then your credit is 7 percent of $9, 000, or $630. 

If you can't use all your credit in any one year (that is, if the 
amount of the credit is greater than your tax liability), then you can 
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carry it back to the 3 preceding years, and then bring any unused bal- 
ance forward to the succeeding 5 years. The unused credit is to be 
used starting with the earliest year, and any excess is to be carried 
forward to the next succeeding year. Using the investment credit pro- 
vision may enable you to get a refund on past tax years, or to offset 
future tax liabilities. 

In general terms, this is how the investment credit is figured. 
There are some limitations for used property; and property you inherit 
or receive as a gift does not qualify. Also, there are maximum limi- 
tations on the amount you can deduct. 

Inventories 



The value you. give to your inventory is an important manage- 
ment decision because it is one of the important factors which deter- 
mine your business' gross income. 



FIVE MAIN TYPES OF INVENTORIES 





Marehtndlie, or itoek In trade 




Raw naterlali 




Vderk In projraii 




Flnlihad prodaeti 




Suppllai 



Visual 8-8 



The five main types of inventories are: (1) Merchandise or 
stock in trade; (2) raw materials; (3) workinprocess; (4) finished prod- 
ucts; and (5) supplies (which will physically become part of the item 
intended for sale). 

To clearly reflect your business' income, you must be con- 
sistent in your inventory valuation from year to year. You can't handle 
your inventory one way one year, change to Something else the next 
year, and then go back to the first method in the following year. 

Most small-business men use the so-ealled first-in-first-out 
method (FIFO) to identify inventory items. Thisassumes thatthe items 
first purchased or produced are the first ones sold. The last-in-first- 
out method (LIFO) is usually not employed in small business; if you wish 
to use it, check with your IRS district director. 
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Using the FIFO method, you can value your inventory items in 
two ways: by the cost basis, or by cost or market basis, whicheveris 
lower. There are differences in application of the methods. 



INVENTORY VALUATION 
USING COST BASIS, INCLUDE- 
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If you use the cost basis, you must apply it to the entire inven- 
tory and include: 

1. The inventory price of the goods on hand at the beginning of 
the year. 

2. The cost of goods acquired during the year, including trans - 
portation expenses or other acquisition costs. 

3. The cost of goods produced during the year. (Include raw 
materials and supplies used in the product, expenditures for 
direct labor and overhead, and an applicable portion of man- 
agement expenses. Do not include selling costs. ) 

If you elect to use the lower of cost or market basis, count each 
item in your inventory and determine what its cost was and what its mar- 
ket value is. Then choose the lower value for each item. You cannot 
use this method to take the lower of cost or market value of your entire 
inventory. You must figure it item by item. 

Retailer s may price inventories by "the retail method. " Using 
this system, you reduce your goods to approximate cost by subtracting 
the appropriate markup from the retail selling price of each separate 
department or class of goods. 

Several practices are not permissible in computing the value 
of your inventories: deducting a reserve for price changes, valuing 

work in progress at a nominal price or less thanits actual value, omit- 
ting portions of stock on hand, using a constant price, and including 
stock to which you do not actually hold title. 
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Installment Sales 



If a good percentage of your income comes from installment 
sales, the way you handle these on your tax return could have an effect 
on both your working capital and your yearly tax liability. 

Consider the tax difference between the accrual method of ac- 
counting and the installment method in the tax of a $1, 000 installment 
sale. Under the accrual method, you report the entire $1,000 in the 
year of the sale. If your profit on the sale is $300, you are taxed on 
$300 even though you do not receive all of it. 

In contrast, under the installment method, you only report what 
you receive during each tax year. If the $1, 000 sale is spread over 
a 2-year period, then you report only half your profit in the year the 
sale is made. In other words, you pay tax only on half the $300 prof- 
it instead of the whole amount. 

Because the tax law on insta.llment sales is so complex, it will 
be to your advantage to carefully explore the options open to you before 
you decide how to handle the taxes on such sales. 

This brief rundown of business expenses, depreciation, invest- 
ment credit, inventories, and installment sales has indicated how im- 
portant taxes are in each of them. You should keep in mind, too, that 
State and local governments also levy business income taxes and that, 
in many cases, their tax policy toward business income differs from 
their policy toward income from other sources. 



Excise Taxes 

EXCISE TAXES ARE IMPOSED ON- 




O Sales of some items 



Certain occupations 



SB J Use of some items 



3; Certain transactions 



Visua 18-10 



In contrast to income taxes, Federal excise taxes are not im- 
posed on business profits. Instead, they are imposed on the sale or 
use of some items, on certain transactions, and on certain occupations . 



As youknow, the Excise Tax Reduction Act of 1965 removed the 
exci se tax altogether on many items , and reduced it in stages for others. 
The tax on a few items was left unchanged. 

Retail excise taxes on most consumer items were eliminated 
under the new law. What remains are manufacturers' excise taxes on 
cars and equipment and the excises on alcohol and tobacco products. 
Note, however, that an excise tax of 4 cents a gallon remains on diesel 
fuel and special motor fuels. (H you have any questionabout the excise 
tax liability in your business, check with your local IRS office. ) 

Manufacturers' excise taxes you may be concerned with are 
those on tires and tubes and truck parts and accessories. 

If you are liable for any taxes, you must file a quarterly return. 
When you owe more than $100 a month in excise taxes, you must make 
monthly deposits of this taxina Federal Reserve Bank or otherauthor- 
ized depository. 

One excise tax which may affect more small-busines s men than 
any other is the highway use tax. This is levied on every motor vehicle 
meeting minimum weight standards which operates on the highways. 

Therefore, if youownand operate trucks in your business, you 
may have to pay the highway use tax. The specifics about this tax can 
be found in IRS Publication No. 349, Federal Use Tax on Trucks, Truck 
Tractors, and Buses. 

If youare engaged toany extent inoccupations involving gaming 
devices, liquor, narcotics, gambling, or firearms, you are required 
to pay an occupational excise tax. You can get the details on this mat- 
ter from your nearest IRS office. 
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Employment Taxes 

Employment taxes include Social Security, unemployment, and 
Federal withholding taxes. If you have one or more employees, you will 
have to withhold Federal income taxes from the wages you pay. (You 
may also have State and local taxes to be withheld. ) 

Withholding Taxes 

If you have any question about whether someone who works for 
you is considered an employee, here are the tax law rules: 

Any individual who performs services subject to the will and 
control of an employer, both as to what shall be done and how it shall 
be done, is an employee. 

Usually considered an employee under this rule would be the 
barber who leases a chair in a barber shop, the carpenter who works 
regularly for a building contractor, the helpers a truck driver hires 
to unload shipments at places where the company does not have termi- 
nal facilities, part-time popcorn or hotdog sellers at a ball park, and 
craftsmen hired by a subcontractor in the building and construction 
industry. 

At the beginning of each year, ask every employee to file a with- 
holding exemption certificate (Form W-4) with you. 

Using Circular E, Employer's Tax Guide , put out by IHS, you 
will be able to determine how much to withhold for Federal income taxes 
in relation to the number of exemptions the employee claims. This pub- 
lication shows the amounts to be withheld when an employee is paid 
daily, weekly, biweekly, monthly, semimonthly, quarterly, semian- 
nually, or annually. 

The law on tax withholding specifies the minimum that must be 
withheld. But you can withhold more than this minimum if an employee 
requests it. Many do, either to avoid owing tax at year end or to get a 
tax refund. Under no circumstances, however, may you withhold less 
than the law requires. Note, however, that if an employee requests 
you to stop withholding for Federal income taxes when he is absent be- 
cause of accident or illness, you may do so if he meets the require- 
ments for sick pay exclusion. 

The law considers Christmas bonuses, rewards, and other pay- 
ments of cash (or items convertible to cash) to be wages. Income tax 
must therefore be withheld. Gifts of merchandise and facilities such 
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as meals or medical services are not subject to withholding if they are 
of relatively small value. 

The 1965 Social Security law made an employee's cash tips sub- 
ject to withholding if they equal or exceed $20 per month. Previously, 
tips had been considered taxable income, but employers had not been 
required to apply either withholding or Social Security tax on them. 

Now, if their cash tips equal or exceed $20, your employees 
are required to report this income to you, and you must then adjust 
the amount of tax withheld accordingly. You must also withhold Social 
Security tax on tips. This tax on tips falls only on the employee. Em- 
ployers do not have to match employee contributions, as they are re- 
quired to do on wages. 

To sum up, the law requires you to withhold Federal income 
taxes from the wages and other monetary remuneration you pay an em- 
ployee. You must also withhold Social Security taxes from an employ- 
ee's pay and match the employee's contribution. On tip income, you 
must withhold income and Social Security taxes for the employee, but 
you do not have to match the employee's contribution. 

Withholding Deposits 

Income tax withholding rates begin at 14 percent. Social Secu- 
rity taxes will rise in stages toabout 11 percent of thefirst $6, 600 paid 
to each employee. (NOTE: These rates were in effect at publication. 

Check current rates before using any percentages. ) 

If the sums you withhold amount to more than $100 a month, 
you are required to deposit them in the Federal Reserve bank serving 
your district or in a commercial bank authorized to accept them. 

Whether or not the amount of tax you withhold from your em- 
ployees' salaries exceeds $100 a month, you are required to file a quar- 
terly return on Form 941 with the IRS. Before filing this return, you 
must apply for an employer identification number which will identify 
your withholding payments and other tax returns. To get this number, 
file Form SS-4 with the District Director of Internal Revenue or the 
nearest office of the Social Security Administration. This identifi- 
cation number is not the same as your Social Security number, which 
is required on individual tax returns, so make sure you use the right 
number on the right return. 

Youmustfilea withholding return every quarter, even if you do 
not pay any wages at all during the quarter. If your business is sea- 
sonal or if you suspend operations, you should note on your quarterly 
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return the date you last paid any wages and the date you expect to begin 
paying them again. (If an employer goes out of business, he should 
mark "Final Return" at the top of Form 941. ) 

The monthly deposit requirements were set up to prevent the 
use of withheld funds for working capital. Willful failure to file F orm 
941 or to ps-y the tax, or willful filing of false or fraudulent returns, 
can lead to both criminal and civil penalties. 

Unemployment Taxes 

Besides income and Social Security taxes, you are liable for 
Federal unemployment tax- -if you employ four or more persons for at 
least 1 day in each of 20 weeks during the year. The weeks do not have 
to be consecutive. This unemployment tax is scaled to the rate of 3. 1 
percent of the first $3, 000 in wages paid to each employee, and there 
is no withholding. If you pay a State unemployment tax, you are allowed 
a credit of a s much as 2. 7 percent on the first $3 , 000 paid to each em- 
ployee. File your annual return on Form 940, and pay the full tax by 
January 3 1 of each year. 

Self-Employed Benefits 

If your business is incorporated, then you as an employee of the 
corporation are eligible for Social Security benefits, company retire- 
ment plans, and other employee benefits. Until recently, the law made 
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no comparable provision for those operating sole proprietorships or 
partnerships. But this picture changed with the passage of the Self.- 
Employed Individuals Retirement Act of 1962. 

Under the provisions of this new act, one who is self-employed 
may contribute up to $2,500 or 10 percent of his business' earned in- 
come, whichever is lower, to a retirement plan for himself and his 
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employees. And half of the contribution may be deducted as a business 
expense. 



If you decide to set up such apian, you must include any of your 
employees who have worked for you for at least 3 consecutive years. 
For requirements of the self-employed retirement law, ask the nearest 
IRS office for a copy of Document No. 5592. 

ESTATE AND GIFT TAXES 

At some point in your busines s career, you are likely to encoun- 
ter Federal estate and gift taxes. You may want to give your family a 
share of your business before you retire, or perhaps you want to make 
sure that your children will be able to continue the busines s if they wish. 
Gifts of common stock or other property are often given to a child to 
reduce the donor's estate and therefore the amount of Federal estate 
taxes payable by the estate. 

In either instance, you would be involved with estate and gift 
taxes. Because these two taxes are so closely related let's consider 
them together. 

Advantages of a Will 

If you hope to reduce your estate taxes, the advantage of having 
a will cannot be overemphasized. With a will, you can be sure of using 
the marital deduction and can determine the portion of your estate that 
will bear the tax. Without a will, your estate taxes may be higher, 
and you will have no assurance that your business interests and other 
assets will be disposed of as you would want them to be. 

ESTATE AND GIFT TAX DEDUCTIONS 
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Gift Tax Deduction 

You can reduce your eventual estate tax liability by makingnon- 
taxable gifts each year. The gift tax law provides that the first $3,000 
of a gift to any one person in any one year is excludable if the person 
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receives a present interest in the property (that is, actual possession). 
If youmake several gifts of $3, 000 each to different people, each is ex- 
cludable and not taxable. 

The gift tax law also allows donors three additional deductions: 
Specific exemption- - $30, 000 in a lifetime 
Charitable deduction 
Marital deduction 

The specific exemption of $30, 000 may be taken all in one year, 
or it may be spread over a number of years. This exemption is per- 
sonal to the donor and may be used at his option. Here is an example 
that shows how the exclusion and specific exemption may be used. 



Assume that a businessman who owns a '.losely held corporation 
gives his son stock having a market value of $25, 000. To this he can 
apply the $3, 000 exclusion. Now he has a right to apply against the 
balance of $22,000 the necessary portion of his specific exemption. 
Evenif heapplied $22, 000 of his lifetime exemption and eliminated any 
possible tax, he would still retain $8, 000 of his $30, 000 specific ex- 
exemption which he could use in subsequent years. 

The gift tax statute allows you to deduct one -half the value of 
any property you give your wife (or that a wife gives her husband) dur- 
ing a calendar year. The marital deduction applies to the total value 
of the property before taking into account the allowable exclusion of 
$3, 000 or the specific exemption. For example, if during the calendar 
year you give your wife property worth $80, 000, the amount of the mar- 
ital deduction is $40, 000. You are also entitled to a $3, 000 exclusion 
and (assuming it has not been used in previous years) a $30, 000 specific 
exemption- -leaving a net taxable gift of $7, 000, which would be taxed 
$217.50 under current schedules. 



However, the "one-half principle" of the marital deductionmust 
be modified if you make a gift of less than $6, 000. In such a case, the 
marital deduction is limited to the portion remaining after the annual 
exclusion has been taken. For example, if your gift is $5, 000, the first 
$3, 000 is excludable under the annual exclusion, and the marital deduct- 
ion isnpt one-half of $5, 000, or $2, 500. It is limited to $2, 000. If the 
gift is only $3, 000, no marital deduction is allowed because the full 
$3, 000 is excludable under the annual exclusion. 



Split Gifts 



What happens if you make a gift to any person other than your 
wife? The tax law states that such gifts maybe considered as having 
been made one -half by each of you. This privilege is called splitting 
gifts and applies only if both of you give your consent. You must both 
file gift tax returns if the total gift is more than $6, 000. For a gift of 
$6, 000 or less, only you need file a return, but your wife must consent 
to the splitting of the gift. 

The gift tax, like the estate tax, is imposed on the transfer of 
property. The taxable amount of a gift is determined by its fair market 
value at the date of the gift. 

Estate Tax 

The Federal estate tax is really an excise tax imposed upon the 
transferof a decedent' s property to his beneficiaries. Unlike an inher - 
itance tax, which is imposed upon each of the beneficiaries according 
to his inheritance and relation to the decedent, the Federal estate tax 
is levied on the entire taxable estate. 

For Federal tax purposes, the estate consists of all property- - 
real or personal, tangible or intangible, wherever situated- -owned by 
the decedent at his death. It may consist of property pas sing under the 
decedent's will as well as of jointly held property, annuities, and life 
insurance. It may also include property to which a person does not 
hold title at his death. Property a person believes he has given away 
may be includable if it was given "in contemplation of death" or if the 
decedent retained rights to the property or control of it during his life. 

Financial Planning Needed 

When you itemize all the assets of your gross estate and give 
each its true fair market value (being careful not to underestimate the 
value of your business), you may find that the total value is higher than 
you had thought. An itemization such as this also may point up the need 
for more cash or liquid assets to pay the estimated estate tax and thus 
avoid possible liquidation. 

Remember that the estate tax, which maybe thought of as a prior 
lien on the estate, is only one of the expenses of settling an estate. 
Debts, administration expenses, and legal -fees compound the problem, 
making liquid assets essential. 
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Marital Deduction 



If you intend to leave your business to your family, what finan- 
cial planning can you do so that they will not be forced to liquidate as- 
sets to pay taxes and other expenses ? First of all, you may be able to 
reduce the tax on your estate. 



MARITAL DEDUCTION 
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The Federal estate tax "marital deduction" may reduce the tax 
on your estate substantially. This tax provision allows a deduction of 
uptoone-half thevalueof theadjusted gross estate when the entire es- 
tate is left to a surviving spouse. What this can mean to you is shown 



in the following example: 

Gross estate $150, 000 

Debts and expenses 10, 000 

Adjusted gross estate 140, 000 

Marital deduction (limited to one- 

half the adjusted gross estate) . . 70, 000 

Balance $70, 000 

Specific exemption 60, 000 

Taxable estate 10» 000 

Tax payable 500 



Let's lookat a somewhat different example. We'll use the same 
gross estate, but in this case assume that the husband would leave the 
entire estate in trust to pay the income to his wife for life, and that on 
her death the remainder would be passed on to their children. Then we 



have the following: 

Gross estate $150, 000 

Debts and expenses 10, 000 

Adjusted gross estate 140, 000 

Less specific exemption 60, 000 

Taxable estate 80, 000 

Tax payable 14, 780 
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Comparing this with the previous example, you can see that proper 
use of the marital deduction can be an extremely important device in 
minimizing your estate taxes. 

Explaining the marital deduction would take a complete lecture 
in itself. Briefly, property interests qualifying for the marital deduc- 
tion include all property which passes from the decedent to the surviving 
spouse by will, or property (a) which passes from the decedent to the 
surviving spouse, and (b) over which she has life estate and a general 
power of appointment. In principle, therefore, one -half of the dece- 
dent's estate might be subject to estate tax in the spouse's estate. 

Lifetime Gifts 

Another way to reduce your estate tax is to make a lifetime gift 
of part of your busines s. If you intend to leave your business to a mem- 
ber of your family (a son for example) there are many advantages to 
making a gift of a portion of it during your own lifetime. You can re- 
duce the value of your taxable estate by the value of the gift. (The gift 
is subject to tax, but gift tax rates are approximately 25 percent lower 
than estate tax rates. ) And if you have made no previous gifts, this 
lifetime gift may not be taxable. Or if it is taxable, then it will be at ^ 
lower rates. 

TAX ADMINISTRATION 

Each of you will probably have your business audited by IRS at 
some time or other. A brief review of what you can expect, what you 
should know about your rights as a taxpayer, and what you should know 
about tax administration in general will complete this session. 

The approach of the IRS is to administer the laws froma neutral 
point of view- -favoring neither the taxpayer nor the Government. The 
goal in tax collection is that everyone pay his fair share of taxes--not 
any more than the law requires and not any less. 

Automatic Data Processing 

Automatic data processing, ADP, has been a tremendous help 
to modern tax administration. Computers and other lightning-fast ma- 
chines help IRS handle the 100 million tax returns and 500 million infor- 
mation documents (these are reports of wage, dividend, and interest 
payments) that flow into Federal tax offices each year. 

With ADP equipment, IRS is able to: 

Make sure taxpayers file the proper returns 
Match information documents with tax returns 
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Speed refunds and other operations 
Catch refund chiselers 

Determine if any other tax is owing before a refund is paid 



WHY 

RETURNS 
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AUDITED 
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ADP might select your return at random to be audited. Or one 
of the following reasons might be the cause: 

1. Apparent reporting errors in the return 

2. Sampling to test and encourage correct reporting 

3. Information from various sources indicating incorrect re- 
porting 

4. Taxpayer-initiated action, such as claim for refund 



AUDITED RETURNS ARE CHECKED FOR 
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Should your return be selected, the examining agent will usually 
check into the following: 

1. Methods of handling items of sales and purchases 

2. Large or unusual items of expense 

3. Large or unusual cash transactions 

4. General journal entries 

5. If a corporation, the minutes book of directors' meetings. 
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and items concerning surplus accounts 

6. Travel and entertainment expenses 

7. Records pertaining to inventories 

Except for obvious errors or apparent fraud, the agent may raise 
questions involving differences of judgment with respect to such items 
as depreciation, amounts of allowable expenses or deductions, valuation 
of inventories, allocation of income or costs between years, and so on. 
Some of such questions may truly involve differences of judgment, but 
others will require the presentation of proof or clarification of a deduc- 
tion claimed. 



Obviously, the records youneed will varya great deal with both 
the type and size of your business operation. Adequate records for one 
business might be inadequate or perhaps too elaborate for another. 

THREE CAUTIONARY RULES 
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It would be good to leave a few words of caution: 

1. Keep cash transactions to a minimum 

2. As far as possible, make all payments by check 

3. Deposit intact all payments received 

Disregarding these rules can give rise to more difficulties than 
almost any other factor in income tax matters. 

If you want to know what the tax consequences of a transaction 
will be before you complete it, you can request an advance ruling from 
IRS. The ruling will apply the tax laws to the specific facts of your 
proposed transaction. About 30,000 to 40, 000 such rulings are mad? 
each year. 
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Thus you can pick the most favorable way to handle a business 
action as far as taxes are concerned. And you can also avoid the un- 
happy experience of having additional tax to pay because what you thought 
could be done did not entirely conform with tax law. 



Rights of Appeal 



Suppose you disagree with the examining agent. There are cer- 
tain rights of appeal, and you should know them. 



Let's say that you and the agent aren't able to reach an agree- 
ment when he finishes his examination. A copy of his report will be 
mailed to you, and you will have 30 days either to accept the recom- 




STEPS IN APPEALS PROCEDURE 
File proteif with Dietrlet Office 



Attend Dietrlet conference 



Request trencfer to Appellate Dlviclen 
Attend Appellate heerlnq 



File salt in - U.S. Dietrlet Ceort, or 
U.S. Cenrt of Clelne 
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mendations or file a protest with the District Office or the Appellate 
Division. Your copy of the report will give the name, address, and 
telephone number of the person who will make arrangements for you 
for a district conference. 

The district conference gives you the chance to state to another 
IRS representative your reasons for disagreeing with the examining 
agent. District conferences are held on IRS premises, either at the 
headquarters office or at the branch office nearest to your place of res- 
idence. The decision of the district conferee is based on the applicable 
facts, law, regulations, or rulings. 

If you agree with the conferee's decision, you will be requested 
to sign an agreernent form. If you cannot reach agreement, you can 
request that your case be transferred to the Appellate Division. 
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If you do not request a district conference or an appellate con- 
ference within 30, days of the conclusion of the initial examination, a 
statutory notice of deficiency or a statutory notice of claim disallowance 
will be sent to you by certified or registered mail. If you are sent a 
deficiency notice, youmaypay the tax due and file a claim for a refund, 
or you may file a petition within 90 days for a hearing before the Tax 
Court of the United States. If you are sent a notice of claim disal- 
lowance, you will have a 2-year period (from the date of the notice of 
disallowance) to file a suit in either the U.S. District Court or the 
U.S. Court of Claims. 

The Appellate Division is the appeal agency of the Internal Rev- 
enue Service and is under the direct jurisdiction of the regional com- 
missioner. A taxpayer need not employ counsel and may appear in his 
own behalf at these proceedings. However, if a taxproblemis complex 
or particularly involved, it would probably help to have counsel. 

Conferences at the Appellate Division are generally conducted 
on a more formal basis than those at the district level. Negotiations 
at this stage usually involve questions of tax law rather than questions 
of fact. In certain cases where the provisions of the law or regula- 
tions are not squarely applicable, or where there is no clearcut judi- 
cial precedent, the Appellate Division has the authority to consider the 
hazards of litigation in disposing of disputed cases through a negotiated 
agreement. Such agreements are generally binding on both parties. 

When an appellate hearing is concluded without agreement, the 
procedures are the same as those described for the district conference. 
A sta.':utory notice will be issued, etc. Of course, at any point in the 
appeal process a taxpayer can pay the proposed deficiency, file a claim 
for refund, and, after the claim is rejected or after a 6-month period, 
file suit in the U.S. District Court or the U.S. Court of Claims. 

The U.S. Tax Court's jurisdiction is limited to matter s pertain- 
ing to proposed deficiencies in Federal taxes. The court does not con- 
sider cases involving claims of overpayment of taxes. The court is 
located in Washington, D. C. , but cases are usually heard by individual 
judges who travel to various cities. Except for those cases involving 
fraud, taxpayers generally have the burden of proof to show that the 
regional commissioner is in error. 

An adverse decision in the Tax Court or District Court may be 
carried to the U.S. Circuit Court of Appeals, and subsequently to the 
U. S. Supreme Court. Decisions of the Court of Claims are appealed 
directly to the Supreme Court. 
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Although a taxpayer has the legal right toappear on hisownbe- 
half, he is almost invariably represented by legal counsel during judi- 
cial proceedings. The IRS makes every reasonable effort to reach a 
mutually satisfactory agreement on a case before it is carried to the 
courts. Only a very small number of the returns examined, much less 
than 1 percent, reach a court hearing. 



CONCLUSION 



One of the requirements for operating a profitable business is 
attention to tax matters. In this lecture, we have tried to show how the 
handling of taxes can directly affect your business profits. 

Both the Small Business Administration and the Internal Revenue 
Service provide a variety of services to help you on tax matters. For 
businesses large enough to afford the services of a management consul- 
tant, counsel on tax matters should be given high priority. 
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USE OF VISUAL AIDS 



WHAT TO USE 



WHEN AND HOW TO USE 



Chalkboard 




Study and plan before a meeting what to put 
on the board and where to put it. Use it to 
present sketches, diagrams, outlines, defini- 
tions, key words, directions, record of class 
contributions, and summaries. 

Suit material to board space. 

Write plainly and quickly. 

Keep wording simple. 

Stand at one side of board while referring to 
material. 

Talk to the group, not to the board. 

Erase material no longer needed. 




Hand'Out MateriaU 




To arouse interest and attract attention; to 
show relationships and trends; to inspire 
group. 

Use device large enough to be seen. 

Post where everyone can see. 

Present at right time. 

Discuss information illustrated. 



To present information uniform in character 
and as a guide to material covered; emphasize 
key points; arouse interest and discussion; re- 
view or summarize discussions; and serve as 
permanent reference. 

Select to serve a definite purpose. 

Introduce at right time. 

Distribute in manner to convey its importance. 
Direct members how to use. 



Filnu and Film Stript Present an overall view; introduce a new sub- 

ject; emphasize specific aspects of a subject; 
arouse interest; summarize. 

Select carefully to relate to the discussion and 
plan presentation. Arrange room and equip- 
ment for showing. Alert the audience for the 
showing or what will be seen. Run the film. 
Discuss the subject matter and summarize. 




Sample$, Forms, and 
Exhibits 




Pedesttd Chart 




Keep subject matter practical; show develop- 
ment of a process; increase understanding. 
Select only enough to illustrate, not confuse. 
Pass around if necessary. 

Take time to present clearly. 

Comment when presenting. 



A pad of newsprint sheets or similar paper may 
be used for the same purposes as the chalk- 
board. Material recorded with chalk or 
crayon may be saved for future reference by 
the group or by the instructor. 
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OVERHEAD PROJECTUALS 
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HOW DO YOU HANDLE-- 
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Ordinary and necessary business eipanses 
Travel and entertainment eipenses 
Capital expenditures 
Depreciation 
Investment credit 
Inventories 
Installment sales 
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OVERHEAD PROJECTUALS 
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Blork In progress 




Finished products 




Supplies 




INVENTORY VALUATION 
USING COST BASIS, INCLUDE- 
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Inventory price of goods on hand 


© 


Cost of goods acquired 




Cost of goods produced 
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EMPLOYMENT TAXES 

Federal Income mllhholdlng 
Social Secarlly 

UnimplayminI 

Corresponding Slile and 
lical taxes 



SELF-EMPLOYED BENEFITS 




Social Secorlty paymonts 



Company rellremeni plans 



Other employei binoflts 
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ESTATE AND GIFT TAX DEDUCTIONS 
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MARITAL DEDUCTION 
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THREE CAUTIONARY RULES 
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TAX LAWS THAT AFFECT SMALL BUSINESS 



1. Small Business Investment Act of 1958 

2. Small Business Tax Revision Act of 1958 

3. Revised Rules for Depreciation 

4. Revenue Act of 1962 

5. Self-Employed Individuals Retirement Act of 1962 

6. Revenue Act of 1964 

7. Excise Tax Reduction Act of 1965 

8. Social Security Act of 1965 
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cosponsored administrative management courses. 
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A TYPICAL TAX CALENDAR 



On or btfort tht dolts lliltd btlow, you should lokt 
Iht ocllon IndUottd. Solurdoys, Sundays, and Itgol holU 
days hovo boon tak# n Into ocsount. If you lllo your In* 
com# fox roturn on Hit boils of a fiscol yoar, you should 
mokt Iho changts dtscrlbtd ol Iht t nd of this Caltndor* 
JANUARY 

During the Month you may depoili Income tax withheld and em* 
ptoycr and entployee aoclal lecurily laxci (Form 450), and exclio 
laxri (Form 557)»ref(ardleii of amounli vrilhheld or collcclrd^for 
December 1965, and gain an extension of time In which to 6le ouar* 
lerty rciumi for luch taxes, provided such taxei for October 1965 
and November 1965 were timely deposited. See February 10. Also 
see Chapters 27 and 29. 

A Corporation which meets certain requirements discussed In Chapter 
32 may elect, at any time during the month, not to be taxed as a 
corporation for the year 1966. ^ . 

Employers should give their employees Copy and Copy **0* of 
Form W»2 as soon as possible. See January 3 1 . 

Dealers (wholesaler. Jobber, dlstnoutor. or reuller) must, before 
this date, have made a request of manufacturers, producers, or Im« 
porters In connection with their Inventories of goods on hand June 
<2, 1965, which are eligible for floor stock refunds due to rxciie tax 
cuts effective on that date. 

JANUARY 17 

Individuals must pay the balance due on their 1965 estimated Income 
tax, or In lieu thereof, file an Individual Income tax return (Form 
KMO) on or before January 31 and pav the full amount of the lax due 
for I965. See January 31. 

Farmers asid Fishermen may elect to file declaratio i of eillmalrd 
Income lax (Form 1040-ES) for 1965 and pay estimated tax In full, 
and file 1965 Income tax return (Form KHO) by April 15. If dcctara* 
lion of estimated tax Is not filed, see February 15. 

JANUARY 31 

Individuals should file an Income tax return for 1965 and pay the 
lax due. If the balance due on their 1965 estimated Income tax was 
not paid by January 17. Use Form 10*10. Farmers and fishermen, ice 
February 15. 

Eronlo'yers give every employee Copy and Copy *’C** of Form 
W-2 showing the Income and social lecurily Information. 

Employers of 4 or more Individuals on at least 1 day of each of 20 
weeii In 1965 must file a return and pay the Federal Unempipyment 
lax. Use Form 940. 

Employers file Form 941 for Income tax withheld and social security 
taxes for the 4lh quarter of 1965 nnd pay such taxes. If taxes due were 
timely deposited see February 10. 

Employers file reconciliation of Income tax withheld from wages 
tranimllling Forms W-2, Copy ‘’A.’’ Use Form W-3. 
Manufacturers, Retailers, and Others file quarterly excise lax return 
for i\h quarter of 1965 and pay tax. If lax due was timely deposited 
sec Februaiy 10. Use Form 720. 

Payers ana nominees give annual statements to recipients of divl* 
dend or certain Interest payments aggregating |I0 or more. 
FEBRUARY 10 

Manufacturers, Produeers, or Importers must, on or before this 
dale, have claimed credit or refund for floor slocks of go^s held by 
dealers on June 22, 1965, due to excise lax cuu effective on that 
dale, and must have either reimbursed the dealers, or have obtained 
their written consent to the allowance of a refund. 

Extended Date for Quarterly Relumst 

Employers who made timely deposits of Income tax withheld and 
social security taxes due for the 4lh quarter, 1965, file 4th quarter 
return. Use Form 941. , 

Manufacturers, Retailers, and Others who made timely deposits of 
all excise taxes due for the ith quarter, 1963, file 4th quarter return. 
Use Form 720. 

FEBRUARY 15 

Employers liable for Income lax withheld and social security taxes 
In exceu of S 1 00 for the month of January must deposit such taxes 
with a deposlury. Use Form 430. 

Farmers and Fishermen who did not elect to file declaration of eill* 
mated tax for *1965 on January 17 should file final Income lax return 
(Form 1040) for 1965. 

FEBRUARY 28 

All Businesses must file annual Information retumi covering pay* 
mrnli made in 1965 of lalarlei, wages, fees, commiulons, ana other 
compensation for personal services lolating $600 or more to the extent 
not reported on Form W-2. Payment of dividends and certain Interest 
aggrcsallng $10 or more must be shown on an Information return. Also 
Include payments of rents, royalties, annuities, pensions, and other 
fixed or determinable income (Including Interest not suDjeci to the 



Tkli isi coUivdsr wos liivtJ ky IRS fsr 1966. Th« col«n6sr 
Ur lh« cwrr«i«t y«sr moy bs found In iho IstoSt of 

TAX ouioc yon small dusinkii. 



1 10 reporting requirement) totaling |600 or more. Use Forms 1096 
and I099orl087. 

Manufaelurers, Retailers, and Others liable for more than $100 of 
excise taxes for January must deposit such laxea with a depoaltary. 
Use Form 537. ... . , . 

Unlneorpomted Businesses electing to be taxed as corporations for 
the year 1965 must file slalemrnis to that effect with the District 
Director for the District In which thrir principal place of buslneu U 
located. See Chapter 32. 

MARQl IS 

Corporallona must file a 1965 Income tax return. Form 1120, or appli* 
cation for extension, Form 7004, and pay at least 50% of bahnee of 
lax due. See Chapter 32. 

Corporations which have elected not to be Uxed as corporations niuil 
file Form I120S. 

Unincorporated Businesses electing to be Uxed corporations must 
file iheir 1965 Income tax returns. Form 1120, or application for 
extension on Form 7004, togrlher with ■ payment for at least 30% 
of the balance of Income tax due. The return must contain a statemrnl 
to the effect that It Is filed In accordance with section 1361 of the 
Internal Rr.renue Code. See Chapter 32. 

Employers liable for Income lax withheld and social security taxes In 
exceu of $100 for the month of February must deposit such taxes with 
■ depositary. Use Form 430. 

MARai 31 

Manufacturers, Retailers, and Others liable for more than $100 of 
excise taxes for February must drposll such taxes wiih ■ depositary. 
Use Form 537. 

APRIL 

During the Month may deposit Income fax withheld and rm« 
ptoyer and ernployee social security taxes (Form 450), and excise 
taxes (Form 537)<^regardtru of amounli withheld or collected— for 
March, and gain an extension of time In which to file quarterly re* 
turns for such Uxei. provided such taxes for January and February 
were timely deposited. See May 10. Also see Chapters 27 and 29. 

APRIL IS 

Individuals must file an Income tax return for the calendar year 1965. 
The lax due must be paid In full with the return wher* filed. With this 
return. Schedule **C" must be filed, and In addition Schedule **SE" 
must be completed* In order that you may receive proper social secu* 
rlly credit for self*empIoyment Income. Use Form 1040. 

Individuals must file a declaration of eillmaled Income tax for 1966, 
■nd pay at least 25% of such tax. Use Form 1040-ES. 

Partnerships must file a return of Income for the year 1965. Use 
Form 1065. 

Corporallona must file 1966 declaration of estimated Income tax and 
pay 1st Installment of 9% of such lax. Use Form 1I20-ES. See 
Chapter 32. 

MAY 2 

Employers file Form 941 for Income tax withheld and social security 
taxes for the 1st quarter and pay such taxes. If the taxes due were 
timely deposited see May 10. 

Manufacturers, Retailers, and Others file quarterly excise tax re* 
turn for 1st quarter andjpay the tax. If the lax due was timely 
deposited see May 10. Use Form 720. 

MAY 10 

Extended Date for Quarterly r<elumst 

Employers who made timely deposits of Income lax withheld and 
social security taxes due for the 1st quarter, file 1st quarter return. 
Use Form 941. 

Manufaelurers, Retailers, and Others whe made timely deposits of 
■II excise taxes due for the 1st quarter, file 1st quarter return. Use 
Form 720. 

MAY 16 

Employers liable for income tax withheld and social security taxes in 
excru of $100 for the month of April must deposit such taxes with a 
depositary. Use Form 450. 

MAY 31 

Manufacturers, Retailers, and Others liable for more than $100 of 
excise taxes for April must deposit such taxes with a depositary. Use 
Form 537. 

JUNE 15 

Indlvlduala must pay 2d Installment of 1966 estimated Income tax. 
Coiporstlona must bay the balance of 1965 Income tax liability. 
2d Inslallment of 9% of 1966 estimated Income lax liability Is due. 
See Chapter 32. 

Employers liable for Income tax withheld and social security taxes 
In exceu of $100 for the month of May must deposit such taxes with 
a depositary. Use Form 450. 

JUNE 30 

Manufacturers, Retailers, and Others liable for more than $100 of 
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exelie Uxef for May muit depoait luch taxes with a depositary. Use 
Form 537. 

Dealera muii.on or before this daie» have made a request of manii- 
facturera, producei;, or Importers in connection with their inventories 
of goods on hand January 1» 1966^ which arc eligible for floor stock 
refunds due to exciis tax cuts efTcctive on that date. 

JULY 

During the Month you may dep^t Income tax withheld and em- 
ployer and employee social security taxes (Form 430), and excise 
taxes (Form 337)— regardleu of amounts withheld or collected— for 
June, and gain an extension of time In which to file quarterly returns 
for such taxes, provided such taxes for April and May were timely 
deposited. See August 10. Also see Chapters 27 and 29. 

JULY 1 

Persoiu manufaeturlng, maintaining for use, or draling In or 
with the busineisei or producU listed below, if they are currently regis- 
tered, must, on or before this date, register and pay for occupatiuna! 
tax stamps for the new fiscal year ending June 30, 1967. IVrsons 
who will engage In buiiaess for the fint time must register and pay 
for occupational tax stamps beforo commencing business in connec- 
tion with any of the following: 



Gaming derices........— —....•••••.....Use Form ll-B 

Wagering......... .•••••. .•..—••... .....Use Form I t->G 

Narcotirs or marihuana. .•.•..•.•••••...... Use Form 678 

Brewing beer............................J. Use Form II 

Rectifylat distilled spirits or wlnes............Use Form II 

Selling distilled spirits, beer, or wines....... ..Use Form II 

hfanufacturing stills or condensert for 

distilling spirits........................... Use Form 11 

Firearms..... .Use Form 1 1 



AUGUST 1 

All Businesses must register and pay for occupational tax stamps for 
the fiscal year ending June 30, 1967, provided they maintain for use 
or deal in or with: 



Adulterated and proceu or renovated butter...Uie Form 1 1 
Filled cheese— -.Use Form 1 1 



Employers file Form 941 for Income tax withheld and social security 
taxes for the 2d quarter and pay such taxes. If the taxes due were 
timely deposited tee August 10. 

Manufacturers, Retailers, and Other's file quarterly excise tax return 
for the 2d quarter and pay the tax. If the tax due was timely deposited 
see August 10. Use Form 720. 

AUGUST 10 



Manufacturers, Produeers, or fmMrtrrs mutt, on or before this 
date, have claimed credit or refund for floor rtocks of goods held by 
deaten on January 1, 1966, due to excise tax cuts effective on that 
date, and mutt have either reimbursed the dealen, or have obtained 
their written content to the allowance of a refund. 

Extended Dale for Quarterly Returns t 

Employers who made timely deposits of Income and social security 
taxes due for the 2d quarter, file Zd quarter return. Use Form 941. 
Manufacturers, Retailers, and Others who made timely deposits of 
all excise taxes due for the 2d quarter, file 2d quarter return. Use 
Form 720. 



AUGUST 15 



Employers liable for Income tax withheld and social security taxes 
in excess of |100 for the month of July must deposit such taxes with 
a depositary. Use Form 430. 

AUGUST 31 



Highway Vehlele Owners or Operators must pay the Federal use 
tax on motor vehicles used on the public highways. See Chapter 29. 
Use Form 2290. 

Manufreturert, Retailers, and Others liable for more than 1 1 00 of 
excise taxes for July must deposit such taxes with a depositary. Use 

Form 537. 

SEPTEMBER 15 



fndMduats must pay 3d installment of 1966 estimated income tax. 
Colorations muii pay 3d insiallment of 23% of 1966 estimated 
income tax. See Chapter 32. 

Employers liable for income lax withheld and social security taxes 
in excess of $100 for the month of August must deposit such taxes 
with a depositary. Use Form 450. 

SEPTEMBER SO 



Manufacturers, Retailers, and Others liable for more than |I(H) of 
excise taxes for August must deposit lueh taxes with a depositary. 
Use Form 337. 

OCTOBER 



During the Month you may deposit Ineome tax withheld and em- 
ployer and employee social security taxes (Form 430), and excise 
taxes (Form 337 )— regardleu of amounts withheld or collected — for 
September, and ga!r an extension of time in which to file quarterly 



returns for such taxes, provided such taxes for July and Autuil were 
timely deposited. See November 10. Alio see Chapten 27 and 29. 

OCTOBER 31 

Employers file Form 941 for ^ncome tax withheld and social sceurliy 
taxes for the 3d quarter and pay such taxes. If the taxes due were 
timely deposited see November 10 

Manufacturers, Retailers, and Others file quarterly excise kjc 
return for the 3d quarter and pay the tax. If the lax due was timely 
deposited see November 10. Use Form 720. 

NOVEMBER 

Employers should request the filing of a new Form W-4 by each 
employee whose withholding exemptions will be different in |967 
from the exemptions claimed on the last certificate. 

NOVEMBER 10 
Extended Dale for Qiiarterlr Retumit 

Employers who made timely deposiii of Inrome and social seeuriiy 
taxes due for the 3d nuarier, file 3d q^iarter return. Use Form 94 1. 
Manufacturers, Retailers, and Others who made timely deposits of 
all excise taxes due for the 3d quarter, file 3d quarter return. Use 
Form 720. 

NOVEMBER 15 

Employers llahte for Income tax withheld and social security laxee 
in excess of |I00 for the month of October must deposit such taxes 
with a depositary. Use Form 430. 

NOVE.MDER 30 

Manufacturers, Retailers, and Others liable for more than |t00 of 
excise taxes for October must deposit such taxes with a depositary. 
Use Form 337. 

DECEMBER 

A Corporation which meets certain rrquirements discussed in Chap- 
ter 32 may elect, at any lime during the month, not to be taxed as a 
corporation for the year 1967. 

DECXMDER 15 

Corporations inuii pay 4ih Insiallment of 23% of 1966 esiimated 
income tax. See Chapter 32. 

Employers liable for income tax withheld and social security taxes 
in excess of $100 for the month of November must deposit such taxes 
with a depositary. Use Form 430. 

JANUARY 3, 1967 

Manufacturers, Reiaiters, and Others tiabte for more than |I(X) of 
excise taxes for November must deposit such taxes with a depositary. 
Use Form 337. 

FISCAL YEAR TAXPAYERS 

The Due Dates In the Tax Calendar above apply to all taxpayers 
whether they use a calendar or fiscal year except for the following 
ilenu: 

fndtviduala — If you use a fbcil year, chanp^ the dates above for your 
income tax return and declaration of estimated Income tax to the 
dales corresponding to the following : 

Form i040 li due on or before the 13th day of the 4ih month 
fottowing the close of your lax year. 

Form i040~ES for your current tax year Is due on or before the 
I3ih day of the 4th month fottowina the close of your Iasi lax year. 
Payment of the estimated tax It to oe made In 4 equal Insiallments 
due on or before the 13th day of the 4th, 6th, and 9ih months of your 
current tax year and of the 1st month of your next succeeding tax 
year. 

Partnerships — If you use a fiseat year, change the due date of your 
return of income (Fomi 1063) to the 13th day of the 4th month fotlow- 
Ing the etoie of your lax year. 

Unincorporated Businesses electing to be taxed as corporations must 
make such eteetlon not later thsm 60 days after the elose of their tax 
year. , 

Corppratlona — If you use a fiscal year, change the dates above for 
your income tax return and declaration of estimated income tax to the 
dales corresponding to the fottowing: 

Form U20 (or Form 7004) is due on or before the 13th day of the 
3d month fottowinx the close of your tax year. 

Form tt20^ES tor your current tax year U due on or before the 
13th day of the 4ih, 6in, 9ih, or 12th month of your current lax year, 
depending on when you fint meet the requlrcmeinU for filing. See 
Chapter 32. 

Corporations Eleeltng Not To Be Taxed as corporations must make 
election as explained in Chapter 32. 

Form tt20S Is due on or before the 13th day of the 3d month 
following the close of the corporation*! tax year. 

Duo Date on Saturday, Sunday, or Holiday— If the due date for 
filing a return or making a tax payment, etc., falls on a Saturday, 
Sunday, or legal holiday, you may perform the act on the next suc- 
ceeding day which is not a Saturday, Sunday, or l?gat holiday. 
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fHEf K LIST '*•«•«•« a »ol« propritfof, a partnenhip, or a 

I corporation may bt licibit art liittd bolow. 



IF YOU. 



‘ Do buiincii 01 aj 

(I) Corporation 

CJ) Corporation rirctinfi nut to t>r taxtd. 



(3) Partni rxhip. . 

(*•) Soli* proprirtor (or partner) 

(5) Unincorporat(*il bij!iir>eM elect iiiK to tx: 

taxed a« a corporation 

(0) Unincorpora tefl trinu or nHnociiition 



Employ: 

I or more |>enM)nfi. 

! •! or more penton^i. 



Furnilk facilitici for: 

ItOcal and toll telephone Her vice and teletype- 
writer rxchonKe ne'rvicc 

TranHportation of pernonn l>y air 



Import: 

Adulterated or procr*HH butter. 

Filleel cheene 

Firearinii 



Naicotio driiffH. 
Marihuana.... 



Itsut: 

InHurance pollcien (if you are a foreif^n iiiMircr). 



Maintain for uit: 

Biot maehim'S. 

Punchl)O0rdH... 



Manufacturt or rebuild; 

Adulterated or proeeM butter.. 



Aiitoinohiie^ trucka^ bune^ or trailers 

lieer 

Cigarn^ cigaretUH, cigarette papers or tiiheH... 
Distilled spirits 



Filled cheese. 



Firearms 

Fishing equipment 

Narcotic drugs 

Marihuana 

Farts and accesHori(*s for trucks or buses 

Petroleum productH.. 

llectified spirits 

Stills or condensers for use in distilling distilled 

spirits 

Sugar 

Tires and tubes 

Wine 



White phosphorus matches. 



Operate a: 

Brewery 

Truck, truck tractor, or bus on a highway 

Wagering pool, lottery, or otherwise accept 

wagers *. 

Wholesale liquor dealership 



Sell at retail: 

Adulterated butter 

Diesel and special fuels 

Distilled spirits, w*inos, or beer. 
Filled cheese 



Marihuana 

Narcotic drugs. 



Transfer: 

Firearms 

Marihuana 

Narcotic drugs. 



YOU MAY BE LIABLE FOR. 



( Intoine tax. 

KHtiinate<l tux 

Information return.. 
Inforinatiun return. . 

Income tax 

I*jHtimnt((l tax 

S<dfH-inployinent tax. 

fincuine tax 

iKstimated tax 

Income Tux 



YOU SHOULD 
USE FORM. 



{ Income tax withhulding. 

FICA taxi's 

FUTA tux 



1120 
1 120-K8 
H20-S 
1005 
1010 
10 10- US 
1010 
1120 
1 120-KS 
1 120 



tMI 

Oil 

040 



Kxcise tax on facilities. 



Stamp tox 

Stamp tax 

Occupational tax. 

! Occupational tax. 

Stamp tax . 

Occupational tax. 
Stump tux 



Stump tax. 



Occupational tax. 
rOccupntional tax. 
[Wagering tax 



Occupational tax 

Stamp tax 

Manufacturers excise tax. 

Excise tax 

Excise tax 

Excise tax 



720 



023 

023 

IIA 

s:o 

780 

000 

078 



•127 



ll-B 

ll-C 

730 



Occupational tax 

Stamp tax 

Occupational tax 

Manufocturers excise - ix. 
Manufacturers excise tax. 

fOccupational tax 

[Stamp tax.. 

Occupational tax 

Manufacturers excise tax. 
Occupational tax 

Occupational tax 



Manufacturers excise tax. 
Excise tax 



Stamp tax. 



Occupational tax. 
Federal use tax... 
fOccupational tax. 

[Wagering tax 

Occupational tax. 



Occupational tax... 
Retailers excise tax. 

Occupational tax 

OccupaJonal tax... 

fOccupational tax 

[Stamp tax 

Occupational tax 



Stamp tax 

fOccupational tax. 

[Stamp tax 

Occupational tax. 



II 

218 

720 

2034 

2137, 3071 
2521,2522. 2523, 
2527 
II 
218 
II 
720 
720 
078 
780 
078 

720 

II 

II 

720 

2050, 2052, 2523, 
2527 
720 



II 

2200 

ll-C 

730 

II 



11 

720 

11 

II 

001 

780 

078 



4 (Firearms) 
078 
780 
078 
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Research Summary 



TAX COMPLIANCE COSTS IN SMALL FIRMS 



By Fred /. Mueller, Associate Professor of Accounting and Finance 
Bureau of Business Research, University of Washington, Seattle, Washington 



HIGHLIGHTS 

Businesses in all but 4 of 38 States 
having sales, use, and gross-receipts 
taxes serve essentially as tax-collec- 
tion agents for the tax authority- -in the 
majority of cases without reimbur se- 
ment for the costs incurred. 

About two-thirds of the 34 States 
levying income taxes require withhold- 
ing by the employer. 

Very few of the firms surveyed had 
any idea of the time or cost involved 
in tax-compliance activities. 

Compliance by the study firms with 
regulations covering Federal payroll 
taxes required an average of 9,3 hours 
per employee per year. Collection of 
sales taxes from the customer required 
an average of 20 seconds a transaction; 
recording, reporting, and remitting, a 
total of 8. 1 hours per year. These times 
do not include any allowance for nor- 
mal corrections and interruptions. 



Many small-business owners feel that 
taxes work a particular hardship on them. 
Yet they are, in most instances, subject 
to the same taxes and at the same rates as 
the larger businesses. Therefore, if there 
is any basis for a claim of inequity, it 
must lie in areas other than the taxes 
themselves. The heart of the problem, 
according to the report, is the general lack 
of knowledge about taxes and inability to 
cope with them effectively. 



In addition to the taxes levied directly 
against the firm, there are taxes that must 
be collected from customers and em- 
ployees. Information returns must be pre- 
pared on taxable income paid by the firm 
to others. It is generally recognized that 
these requirements impose costs on the 
firm, but the full extent of the costs is not 
known. 

The study reported in this Summary had 
these objectives: 

1. To determine the nature of the taxes 
small firms are required to collect. 

2. To isolate activities of the firm di- 
rectly related to the collection, accounting, 
reporting, and payment of these taxes. 

3. To obtain recognition of the costs 
of compliance with tax requirements. 

4. To reach some conclusions about ways 
of controlling the costs and reducing the 
uncertainty and risk involved. 

INCOME TAXES 

The Federal Government requires with- 
holding of income and social- security taxes 
from all wages paid to employees- -with 
different rules as to what is taxable income 
for each of the two purposes. In addition, 
at the time of the study, 34 States and the 
District of Columbia levied income taxes. 
Withholding is required by 23 of these 
States, and almost all require the report-^ 
ing of amounts paid to others as interest, 
dividends, or rent. 



AVAILABILrry of the full report 

Copies of the full report, entitled "The Burden of Compliance: A Study of the Nature and 
Costs of Tax Collection by the Small Business Firm," may be purchased for $2.50 from 
B, A. Faculty Publications, University of Washington, Seattle, Washington. Make checks 
payable to the University of Washington. 

This report was prepared under the Small Business Management Research Grant Pro- 
gram of SBA. It may be reviewed at any SBA field office or at certain libraries whose 
addresses may be obtained from the SBA field offices or from the Small Business Admin- 
istration, Washington, D.C. 20416. 




Interpretations of what constitutes tax- 
able new income vary, however, evenamong 
the States that base their tax on the Fed* 
eral tax return. And for many small firms, 
interpretation and collection are further 
complicated by municipal income taxes, 

STATE S>.LES-USE TAXES 

Perhaps the most outstanding develop- 
ment in the field of taxation has been the 
increase in the number of jurisdictions 
levying sales, use, and gross-receipts 
taxes. By 1962, thirty-eight States and the 
District of Columbia imposed such taxes. 
In all but four of these States, the busi- 
nesses serve essentially as tax-collection 
agents for the tax authority--in the ma- 
jority of cases, without reimbursement for 
the costs incurred. Hundreds of cities and 
counties also require firms to collect 
sales-use taxes, 

INTERSTATE COMMERCE 

Small firms doing business across State 
lines subject themselves to a number of 
costs and risks. Such costs include income 
taxes, the costs of allocating income to 
the various States in which sales are made, 
and the costs of collecting and remitting 
the sales and use taxes. 

Supreme Court decisions have indicated 
that interstate commerce must pay its fair 
share of local taxation provided the taxes 
are nondiscriminatory. Therefore, the 
States have been aggressively pursuing the 
taxes on income ear ned within their border s 
by out-of-State vendors, 

TAXES OF THREE SELECTED STATES 

To illustrate the scope of State and local 
taxes, the full report describes the tax re- 
quirements, administration, and penalties 
of the States of Washington, California, and 
Oregon, These States were selected as 
examples of (1) a State employing the 
sales-use tax as the chief source of reve- 
nue (Washington); (2) a State using both 
income and sales-use taxes (California); 
and (3) a State relying principally on the 
income tax (Oregon). 

The report describes the tax structures 
of each of the three States in some detail; 
but for answers to specific questions, it 
recommends that the taxpayer consult the 
tax statutes and rulings of the State’ in 
which he is interested. 



THE FIELD STUDY 

A field study was conducted to examine 
the costs of men, machines, and materials 
devoted to the collection, withholding, and 
reporting of taxes and income for which 
others are liable. The examination was 
limited to expenses incur red only to com- 
ply with tax laws--over and above the 
necessary expenses of doing business. 

One hundred and ninety- eight small busi- 
nesses in the State of Washington provided 
the information on which cost computations 
were based, and the practices of 75 firms 
were examined in detail. Findings of the 
field study include those mentioned below. 

THE FIRMS 

• In 120 of the 198 firms, the books were 
kept by the owner, a member of his family, 
or an employee; in 78 firms, by a public 
bookkeeper or accountant. One hundred and 
twenty firms said that the records were 
kept primarily for tax purposes. 

• Public accountants prepared all tax re- 
turns for 102 firms. A majority of the re- 
maining firms used consulting services for 
tax advice and for preparing Federal in- 
come-tax returns. More than half said they 
would not employ public accountants if it 
were not for tax requirements, 

• All the firms prepared financial state- 
ments, but more than half did not use the 
statements in the operation of thebusiness. 
The most common use was for credit pur- 
poses, Many of the respondents were not 
sure how accounting records and state- 
ments could be used to help them in their 
operations, 

• Observation of payroll practices showed 
wide variations in procedures followed. 
Some firms kept all employee records in 
a single register, A larger number used 
separate pay records for each employee. 

Nearly all the firms maintained cumu- 
lative totals for each employee in order 
to determine the cutoffs points for Federal 
Unemployment Insurance ($3,000) andSocial 
Security ($4,800). However, many over- 
charged themselves on payroll taxes through 
errors in the computation, of cumulative 
pay or by withholding and paying Social Se- 
curity and F,U,I, beyond the cutoff points, 

• Two out of three firms made sales des- 
tined for resale. All reported that exemp- 
tion certificates were requested and ob- 
tained, Most of the firms did not question 
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the ultimate use of goods purchased but 
accepted the exemption certificate as their 
authority not to charge tax. 

• Very few of the firms had any idea of the 
time or cost involved in tax- compliance 
activities, though the general feeling was 
that it was *'too much/' Those employing 
public accountants considered the cost for 
those services the total cost of tax com- 
pliance. 

• The study found a general lack of knowl- 
edge on the part of the small businessman 
of his tax responsibilities and liabilities. 
This was due in part to the complexity of 
State and local tax structures. To a great 
extent, however, it was due to unwilling- 
ness or reluctance to make an effort to 
become informed about tax matters. Little 
evidence was found of organized planning 
to meet tax problems. 

• The average small businessman, accord- 
ing to the study, is uncertain of the tax 
impact of a decision to do business across 
State lines. Lack of uniformity in tax re- 
quirements of the various States makes it 
difficult to know when taxes must be col- 
lected or withheld for other States, what 
transactions are taxable, when registration 
is required, and the possible consequences 
of noncompliance. 

• In seeking tax help, the small business- 
man has often made a poor choice of public 
bookkeeper or tax adviser. Sometimes, this 
was the result of trying to get a bargain by 
using the cheapest source. Often it was a 
case of not knowing where to get competent 
help. 

THE COSTS OF COMPLIANCE 

• In general, the requirements of the sales 
tax are more complex from the point-of- 
view of compliance than those of the income 
tax; and there are more variations as to 
taxable transactions, tax liabilities, and 
taxable persons. Almost continual changes 
in the requirements make a constant re- 
appraisal of techniques of collection and 
remittance necessary. 

• Compliance by the study firms with 
regulations covering Federal* payroll taxes 
required an average of 9'.3~Kours per em- 
ployee per year. Collection of sales taxes 
from the customer required an average of 
20 seconds a transaction; and the time 
needed to record, report, and remit these 
taxes totaled 8.1 hours per year . These 
times did not include any allowance for 



normal correctionsandinterruptions, which 
could increase the totals by ^s much as 
a third. ^ 

For a State ^of Washington firm with 10 
employees, bookkeeping wages of $2 an 
hour, 50,000 transactions a year, and an 
average sale of $2, the annual costs of 
withholding, recording, reporting, and re- 
mitting the taxes would come to about 
$850. 

• There appears to be a lower limit below 
which compliance costs are not reduced by 
the smallness of the firm. In fact, costs 
per dollar of sales or per employee were 
higher for the smaller firms than for the 
larger ones. It costs as much to prepare a 
tax return with a tax liability of $10 as one 
with a liability of $500, and the smaller 
firm has a smaller volume of sales over 
which to spread the cost. 

• In addition to the direct costs of com- 
pliance, there are many indirect costs. 
These include the costs of tax absorption 
(when, for example, a sales tax cannot be 
shifted to the consumer, as in a business 
operating near the border of a State that 
does not impose a sales tax); additional 
equipment and .space requirements; the in- 
convenience of overlapping examinations of 
books and records by the various taxing 
authorities; and so on. 

• The requirement that the businessman 
withhold and collect taxes exposes him to 
the risk of penalty for failure to comply. 
The penalty may be assessed against a 
corporate official whether or not he was 
assigned the specific duty of overseeing 
the withholding and collecting and paying 
of the taxes. And even if the official is 
not penalized, he may be greatly incon- 
venienced by voluminous correspondence, 
appearances before tax commissions, and 
contesting tax suits in the courts. 

OTHER PROBLEMS 

• A major problem for small firms is the 
capability of the personnel available for 
bookkeeping and tax duties. These duties 
are generally performed by the overworked 
owner, a member of his household, or a 
part-time bookkeeper with little or no for- 
mal training for the work. To solve the 
problem, the small businessman oftentur ns 
to a public bookkeeper. 

• Inadequate use of accounting is a great 
weakness of many small firms. Few of 
them have accounting systems designed es- 
pecially for their own needs or one that 
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provides all the tax information needed. 
The result is often overpayment of taxes. 

• Unawareness of the ways accounting in- 
formation can be used to improve opera- 
tions and guide business decisions was 
widespread. In general, statements were 
produced solely to satisfy governmental 
regulations and creditors' demands. They 
were seldom used to help the small busi- 
nessman control his affairs more effi- 
ciently. 



CONCLUSIONS 

From the standpoint of the businessman, 
the costs of tax compliance are sterile 
costs. They do nothing to help the firm 
achieve its basic objective, which is to use 
its resources to produce profits. There- 
fore, management should take positive 
steps to reduce these costs. This is ac- 
complished by (1) actively seeking more 
efficient ways to collect, withhold, record, 
report, and remit taxes; and (2) arranging 
activities to minimize the cost of taxes 
imposed directly on the firm, 

A solution to the problem appears to be 
possible only through a better understand- 
ing ox tax requirements by the small busi- 
nessman, better tax advice from his con- 
sultants, more advance tax planning, a 
greater appreciation of the uses of ac« 
counting, and better training of personnel. 
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The report also suggests that State and 
local governments should find ways to 
standardize their tax requirements inorder 
to reduce the administrative burden on 
business. The high costs of compliance are 
not justified by the amount of the taxes 
collected, particularly in the small firm. 

The costs shown in the report are av- 
erages and are not typical of any one com- 
pany. Nevertheless, they should be useful 
as a standard against which the individual 
firm can compare its own costs. Critical 
appraisal of a firm's performance should 
disclose many ways in which the manage- 
ment can lessen the burden of compliance. 

ABOUT THE STUDY 

The field study combined the following 
approaches to the problem: 

1. A questionnaire survey in which 198 
firms responded; 

2. Interviews with officials of 100 firms 
or their public accountants or bookkeepers; 

3. A time study of 1,000 individual sales 
transactions; and 

4. Testing of the results by submission 
to 25 firms and a number of certified pub- 
lic accountants, tax consultants, and public 
accountants and bookkeepers. 

Tax-collection requirements for busi- 
nesses were determined by a thorough 
study of tax literature. 



Copl«8 of this Summary are avollable free from field offices and Washington headquarters of the Small Business Administration. 
However, the Suremory and the report on which it is based represent the findings of the grantee and not the official position of 
the Small Business Adreinietrotion. In reviews and references, recognition to the grantee and to SBA as the sponsoring agency 
‘ be appreciated. Use of official mailing indicia to avoid postage is prohibited by law. Use of funds for printing this publi* 
cation approved by the Director, Bureau of the Budget, September 28, 1962. 
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THE ESTATE-TAX VALUATION PROBLEM li<l 
FAMILY-OWNED FIRMS 

By Chelcie C. Bosland^ Eastman Professor of Political Economy 
Brown University, Providence, Rhode Island 



HIGHLIGHTS 

Problems of estate-tax valuation are 
often an important factor in sales or 
mergers of closely held firms. 

The law requires that closely held 
securities be taxed at their '*fair mar- 
ket value." Treasury regulations list 
many factors that must be considered* 
but they give no hint of the order of 
importance or how the factors can be 
translated into stock values. 

In estate-tax valuation cases, the 
courts have shown a tendency to make 
decisions somewhere between the con- 
tentions of the taxpayer and the IRS. 



The purpose of the study summarized 
here was to learn whether tax- valuation 
problems are an important cause of the 
decisions of small, closely held businesses 
to merge. Officers of 401 concerns coop- 
erated in a survey designed to bring out the 
major reasons for their decisions to sfill 
or merge. The following reasons were men- 
tioned most often: 



Reason for Sale or KtcrRcr Number of Firms 



Estate or Rift taxes In Rcneral 252 

Investment diversification. Improved 
quality and marketability 257 

linccrtaintics about the valuation of stock 207 

Desire for capital Rains rather tlian 
current taxable Income Igp 

Marketability of stock to avoid valua- 
tion uncertainties 177 



Reason for Sale or McrRcr Number of Firms 

Need for manaRcmcnt continuity wlien 
owner dies or retires i 4 g 

Desire to be relieved of sole maiu^c- 
ment responsibilities 147 

These figures show clearly that the val- 
uation issue is an important aspect of the 
estate-tax problems in merger motivation. 

’TAIR MARKET VALUE” 

The law requires that closely held secur- 
ities be taxed at their "fair market value." 
Treasury regulations list many factors that 
must be considered, but they give no hint 
of the order of importance or how the fac- 
tors can be translated intostock values. 

Does the absence of a definite rule or 
formula result in variable and unpredict- 
able valuations of ownership interest? To 
answer this and other questions, a study 
was made of legal cases having substantial 
stock- valuation issues. A few of the gen- 
eral conclusions reached from the analysis 
of these cases follow, 

• From the evidence presented in the court 
cases, it appears, according to the report, 
that the Internal Revenue Service has tended 
to use whatever approach to "fair market 
value" will result in a high value and tax 
liability. Of course, the court cases may not 
be entirely representative, since extreme 
cases are most likely to reach the courts. 



AVAILABILITY OF THE FULL REPORT 

Copies of the full report, titled "Estate- Tax Valuation in the Sale or Merger of Small 
Firms," may be purchased fox* $10.00 from Simmons Boardman Publishing Corporation, 
30 Church Street, New York 7, New York. Make checks payable to Simmons Boardman 
Publishing Corporation. 

This report was prepared under the Small Business Management Research Grant Program 
of SB A. It may be reviewed at any SB A field office or at certain depository libraries whose 
addresses may be obtained from the SB Afield offices or from the Small Business Adminis- 
tration, Washington 25, D.C. 
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* The cases revealed a strong tendency for 
the Service to rely on rules of thumb in 
value determination at the local level* 
Careful studies of actual mar"*<et conditions 
were rarely made until the Service was 
called on to defend its determinations in 
court* 

* Taxpayers frequently contended for un- 
realistically low valuations* Also, some 
cases seem to have been lost because of 
inadequate preparation and presentation of 
the taxpayers' cases* 

* The courts provide an important degree 
of protection to the taxpayer willing to un- 
dertake the costs and risks of litigation* 

* The record reveals a decided tendency of 
the courts to make what appear to be com- 
promise decisions, somewhere between the 
contentions of the parties* This places a 
premium on the party that takes the ex- 
treme position* 

* Legalistic procedure, rules of evidence, 
and the like sometimes prevent the court 
from considering value-making forces and 
getting at all the facts that might bear on a 
fully informed decision* 



RECOMMENDATIONS 

The Internal Revenue Service seems to 
be giving increasing attention to careful 
research into actual market conditions* 
HoWevrer, the full report includes some sug- 
gestions for ensuring more equitable estate- 
tax valuation of closely held businesses* 
They include the following: 

MRS 124:4-eS 



• Security valuation requires extensive 
knowledge, insight, and digging into the 
facts* Local tax agents may have neither 
the time nor the background for this; hence, 
special staffs at the local level may be 
needed* These should be coordinated for 
uniformity throughout the Nation* 

• It might be desirable to segregate valua- 
tion cases in one branch of the Tax Court* 
Judges could then be chosen for their spe- 
cial knowledge and ability in handling cases 
of this type* 

• It would also be desirable to establish an 
independent body of experts- -a "Valuation 
Commission"- -who could evaluate all evi- 
dence, whether presented by the parties or 
disclosed by its own studies* This Commis- 
sion would pass on all valuation contro- 
versies, subject to court review on appeal* 
It would be independent of the Internal 
Revenue Service* 

ABOUT THE STUDY 

The report is based in part on informa- 
tion in questionnaires answered by 401 
manufacturing, mining, trade, and serv/ce 
firms* All the firms had sold outormerged 
during the 5 years ending in 1959* 

A second phase of the study was an exam- 
ination of tax cases with substantial valua- 
tion issues tried between 1944 and 1960* 
The cases included 1 3C decisions of the 
U*S* Tax Court an i 20 decisions of the U*S* 
District Courts and the Circuit Court of 
Appeals* Some of them are discussed at 
length in the full report* 



CoplM of thli Sumnor/ oro avolkibU h— horn Hold oitiom and Waohlngloii hoadquarlm of tho SmOI BmImm Ai t eM Ut is tl is 
lU Summary oad iho twpaX on which It Is horned ropt — ot tbo llndtoga of Ibo grontoo and not tho ollleial pooltlM «| 
tho Small BuclAMO AdmtaUtratlon. In rovlows oad rafotoncao, focegaltlon to tho ^atoo oad to S8A am tho oponoo r tof f oy 
wUl bo opprtokitod. Uao of official maUlng Indlelo to ovoid pootogo to prohibited by low* Uoo of hmdo for printtof tbto p«bll« 
cation opprovod by tbo Dlraetor, Buroou of the Budget, September 28, 1982* 
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RETIREMENT PLANS FOR SMALL BUSINESS 



By Horton R, Gould 

Barrett-Gould AssociateSi Washington, D»C. 



SUMMARY 

Small businessmen are finding a growing 
interest in retirement plans. This interest 
is growing because the United States popu- 
lation is living longeri because of business 
competition and because of the personal 
and business advantages to be gained 
through the use of such plans. 

Many factors are involved in starting 
and maintaining a retirement program. 
One is cost. The type of program- -what 
kind of benefits the small businessman 
wants and how he will finance them--is 
among the main elements determining how 
much a retirement plan will cost--now 
and in the future. 

This Aid discusses the types of plans 
that can be used» pointing out the general 
advantages and disadvantages of each. 
The small businessman will, of course, 
want to discuss such a prospective pro- 
gram with a qualified specialist, such as 
his lawyer, insurance advisor, pension 
consultant, financial advisor, andaccount- 
ant. 



Maoiy small businessmen want to provide 
retirement benefits for their employees. These 
owner-managers are sometimes painfully 
aware of some of the disadvantages of not 
having retirement programs- -as wheri one 
of their bright young workers takes a Job with 
a competitor who offers retirement benefits. 

*'But retirement programs are too expensive 
for small companies,*' many small business- 
men tell themselves and their friends. 

George Sonsun (name disguised) who has 20 
employees is one of them. He found that his 
company, however, could afford a retirement 
program. 

He started a Deferred Pension Plan that 
costs far less than he had imagined. The 
detsdls of it are shown in the table at the 
bottom of page 2. 

Another owner -manager, Roger Mallory, 
(name disguised), whose company is similar 
to Mr. ^nsun's, uses a Deferred Profit 
Sharing Plan. Details of how it works are 
shown in the table at the top of page 3. 



220-780 0 - 66 -5 



Tax advantages help these companies to have 
retirement programs. Those advantages are: 

(1) An employer's contributions to a retire- 
ment plan are tax deductible (Deductions are 
limited by Section 404 of the Internal Revenue 
Code.); (2) A retirement trust fund is tax 
exempt (its earnings are too); (3) Employees 
need not include in their gross income the 
funds the company puts into their retirement 
program; (4) At retirement age they may get 
preferential tax treatment. 

To gain these advantages a company has 
to set up a qualified plan. 

WHAT ISA QUALIFIED RETIREMENT PLAN? 

"Qualified" means the retirement plan has 
been approved by the Internal Revenue Service 
for certain tax advantages. An IRS determina- 
tion that a plan is qualified is known as a 
determination letter. Such a ruling is not 
essential to qualitication. Actual compliance is 
enough. Pension advisers are familiar with 
problem areas, A qualified plan sets up anon- 
reversionary trust. 

The employee draws retirement income 
from this trust fund. To be eligible for a quali- 
fied retirement plan, your company must meet 
certsdn requirements. They are: (1) Your 
plan must be for the exclusive benefit of the 
employees or their beneficiaries, (2)^our 
plan maF not cUscriminate in favor of em- 
ploye e - stockholders or othe r highly-paid su- 
pervisory workers, (3) The funds you con- 
tribute may never revert to the company, 
(4) Your plan must be ^ writing and your 
employees must know about it, (5) You must 
intend for the plan to be permanent , 

TYPES OF RETIREMENT PLANS 

As has been suggested already, you can 
use either (1) The Deferred Pension Plan, or 

(2) The Deferred Profit Sharing Plan, Or (3) 
you might use a combination of the two. 

These plans give the employee retirement 
income in additibn to his Social Security 
benefits. Your tax advantages, as a rule, 
are about the same in either plan. 

Still another plan is the In^vidual Deferred 
Compensation Plan, but it is not a qualified 
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plan* It allows you to be highly selective in 
the choice of the employees to be covered, 
For further information see: HanagemenC Aid 
No. 107| *'Using Deferred Compensation in 
Small Businessi" Small Business Administra- 
tion! Washington 25, D, C. 1959i Free) 

^ Deferred Pension Plan 

This plan guarantees the employee a known 
benefit when he retires* Your annual contribu- 
tion to the trust depends on the amount of 
money needed to build up funds to provide 
this known benefit* 

For example, how much money will you 
have to set aside in the next 35 years to give 
a 30-year-old employee a lifetime monthly 
retirement check of $60? This type plan allows 
you to take care of both young and older 
employees* Under it you can build the neces- 
sary retirement fund in a relatively short 
time for your older employees. 

Usually you determine the retirement bene- 
fits with a formula, It can be based on a 
percentage of the employee's salary (present 
and future). It can be a flat sum based on 
years of service* Or it can be a combination 
of the two* In any event whatever formula 
used applies to all participants under the 
plan* 

Some companies allow the employee to 
contribute to the fund also* His contribution 
usually runs from 1 percent to 5 percent of 
his wages. 

* Deferre d Profit Sharing Plan * 

This plaTx gets its funds from the company's 
profits* Each year a certain amount of the 
profits go into the profit sharing fund* This 
amount may vary from year to year or you 
can set it according to a formula. 



Usually an employee's staike in profit shar- 
ing is based on his salary range< In the De- 
ferred Profit Sharing Plan, the employee gets 
his profits at retirement agei You invest his 
share of the profits each year to build the 
retirement fund. 

This plan does not guarantee the employee 
any certain amount of dollars in his monthly 
retirement check* 

A Deferred Profit Sharing Plan, as a rule, 
can do little toward providing substantial 
retirement income to older employees. How- 
ever, for young employees this plan may be 
as good as a Deferred Pension Plan. 

HOW DO YOU FINANCE IT ? 

You have to set up a retirement trust fund 
whether you use the Deferred Pension Plan 
(The trust in some group annuity pension 
plans is handled by the insurance carrier*) 
or the Deferred Profit Sharing Plan. This 
trust fund receives your contributions, invests 
them, and pays the retirement benefits. Re- 
member, its earnings are tax free as long 
as they are plowed back into the trust fund. 

You can finance your retirement trust fund 
in various ways. The three most widely used 
ways are: (1) a wholly insured plan, (2) an 
uninsured plan, and (3) a combination plant 

In the insured plan , you buy any one of 
several forms of retirement income insurance. 
At retirement age the insuring company will 
pay the required benefiti In most cases it will 
also relieve you of most of the administrative 
burdens. One advantage is that the insurance 
company guarantees the solvency of the re- 
tirement fund. In other words, once you have 
paid the premium, your responsibility for the 
payment of benefits is ended. 
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SONSUN COMPANY*S DEFERRED PENSION PLAN 

Sonsun Company (name disguised) with 20 employees uses a ^^quelified*’ Deferred Pension Plan. This retirement plan 
started with 8 eligible employees, including Mr. Sonsun, the owner-nieneger, and two stockholders. Sonsun*splenuses a form- 
ula that will give each employee a monthly retirement check for life. This check will be equal tol percent of the employee's 
average monthly salary multiplied by his years of service at age 65. Sonsun is financing its Deferred Pension Plan by a split- 
fund (a combination of the insured financing method and the uninsured method— see page 2). The table below shows how both 
employees and Sonsun Company benefit from the Deferred Pension Plan. 



Sex 




Total 




1 Percent 




Monthly 




Sonsun 's 


II i 


& 


Monthly 


Service 




of 




Retirement 


Insurance 


1st Year 


II 


Age 


Salary 


at age 65 




Salary 




Check 


Coverage* 


Contribution 


-1 i 


Male-32 


$ 390 


38 years 


X 


$ 3.90 


= 


$148 


$14,820 


$ b34.11 


i 


Female-30 


250 


38 years 


X 


2.50 


= 


95 


9.500 


334.22 


T| ! 


Male-34 


400 


37 years 


X 


4.00 


= 


148 


14,820 


581.79 


II I 


Female-37 


350 


34 years 


X 


3.50 


= 


119 


11,900 


561.92 


il 


Female-40 


400 


37 years 


X 


4.00 




148 


14,800 


812.37 




Male-35-S 


400 


37 years 


X 


4.00 


= 


148 


14,800 


608.43 




Male-40-S 


1,000 


32 years 


X 


10.00 


= 


320 


32,000 


1,672.00 


ii 


Malc-45-S 


1,500 


38 years 


X 


15.00 


= 


570 


57,000 


3,932.43 


1 1 


^Optional 


S-Stockholder 












$9,037.27 


i 


Summary of Costs: 
















1 


Gross 1st Year Contribution. . . 












,. $9,037.2; 


1 


1st Year Dividends 


on Insurance Policies 








509.22fr 


1 


Net before taxes. . . 














,. $8,528.05 


il 


Net after taxes if Sonsun is in 30 percent tax bracket » . 






.. $5,969.64 




Net after taxes if Sonsun is In 52 percent tax bracket. . 






, . 4,093.46 





i ^Dividends are baaed on 1961 scale and are not guarantees or eattmatcb for the future. 
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MALLORY PRODUCTS* DEFERRED PROFIT SHARING PLAN 
Mallory Products (name disguised) with 20 employees uses a **qualified" Deferred Profit Sharing Plan. This retirement 
plan started with 8 eligible employees, including C^ner*Munager Mallory and one stockholder. Mr. Mallory’s plan docs not 
guarantee an exact amount at retirement because the funds for his plan come from the company’s annual profits. He and his 
employees cannot know how much the retirement tnist fund will contain 30 or 35 years from now. However, the table below in* 
dicates how Mallory Products’ Deferred Profit Sharing Plan would look when the youngest employee retires in 35 years IF: 
(1) employees’ salaries stay the same and (2) the company continues to put in the maximum deductible contribution each year. 



Sex & 
Age 


Annual 

Salary 


Insurance 

Coverage* 


Maximum 

Deductible Amount 
(15 percent annuel 
salary) 


Contribution** 
Invested at 
4 percent to 
Retirement 


T otal value 
of fund to 
Participant^ 


M-32 


$ 4,680 


$10,222 


$ 702 


$32,693. 


$43,945. 


F.30 


3,000 


7,092 


450 


23,279. 


31,439. 


M*34 


4,800 


9,611 


720 


30,096. 


40,222. 


F-37 


4,200 


7,951 


630 


22,245. 


30,064. 


F-40 


4,800 


8,196 


720 


21,269. 


28,699. 


M-35 


4,800 


9,295 


720 


28.477. 


38,047. 


M*40 


12,000 


19,887 


1.800 


53,174. 


71,145. 


M-45 


18,000 


24,738 


2,700 


57,544. 


76,558. 



$8,442. 

^Optional ** Annual contribUlon after payment of Inaurance premlunv 

^Available as lifetime income or aa lump turn. Total value of fund at retirement Includes cash value of insurance 
plttii dividends plus invested portion of fund. 



Summary of costs : 

Gross 1st year contribution: $8,442. 

1st year dividend on insurance policies: 285.^ <t 

.Net before taxes: $8, 157. 

Net after taxes if Mallory Products is in 30 percent tax bracket $5,709. 

Net after taxes if Mallory Products is in 52 percent tax bracket 3,915. 



Dividends are based on 1961 scale and are not guarantees or estimates for the future. 



In an uninsured plan (or '^self-insured" 
plan)i you administer your retirement trust 
fundi You guarantee your employees that the 
money will be there when their benefits are 
due. The earning potential of your retirement 
trust fund is likely to be greater than it would 
be under an insurance company's conservative 
portfolio. 

The combination plan is a middle road. 
Often called a split- fund plan, it combines 
most of the guarantees of an insured plan 
with the investment principle of the uninsured 
plan# 

WHAT KINDS OF BENEFITS? 

Next to the monthly retirement check» some 
of the other benefits you may want in your 
retirement plan are: ^Severance benefits^ 

^Disability benefits, and ^Survivors benefits 
(death). 

Severance benefits (or vesting) are an em- 
ployee right to some part of the monies that 
the fund has been accumulating for him* 
^me employers give him all or part of what 
he has a vested rijght to* Others choose to 
give him nothing if he leaves prior to his 
normal retirement age. 

Whether your firm includes severance bene- 
fits depends on the type plan you use* It must 
eventually be provided in a Profit Sharing 
plan* It is optional under a Pension plan* 
If your employees contribute to the plan, they 
will always have a right to receive their 
contributions back sLould they leave. As a 



practical matter it is best to start vesting 
within the first 5 years. 

Disability benefits pay the employee if he 
is disabled before retirement age, Usually 
he gets less than if he'd stayed on* The 
exact sum will depend on length of service 
and his ago* 

Survivors benefits cost very little to main- 
tain, but do a great deal for employee morale* 
The family of the deceased employee is 
guaranteed very nearly his retirement income 
should he die prior to normal retirement* 
A benefit which does not cost you is the tax 
advantages your employees get at retirement* 
Briefly, they usually have the advantages of 
double exemptions and a lower income bracket* 
These conclusions are based on the assump- 
tion that retirement takes place at the age of 
65 and when the employee has little income 
from other sources* 

WHAT WILL IT COST? 

Your retirement program should be tailored 
to your company* For instance, what sort of 
benefits do you want? How many employees 
are you covering? What ages and so on? 

Generally speaking, the cost of your re- 
tirement program will be the actual amount 
necessary to retire each employee until he 
dies plus the cost of administering the plan, 
less any dividends, interest or credits earned* 
Remember that you're, in a sense, buying 
8omething--retirement benefits for your em- 
ployees, Think of these benefits as an offset 
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to human depreciation* Be aware of benefits 
as cost items as well as attractive features. 
Of coursei if your employees are mostlyyoung 
people your annual cost will be cheaper than 
if the majority is in late middle age. The 
reason: The younger the groupi the longer 
time you have to create the retirement fund. 

Other guidelines that may be helpful when 
you're trying to determine cost figures are: 

(1) Ask your consultant for cost estimates 
based on 20 or 30 year projections. 

(2) See that you are offered a choice of 
tui?ding methods to choose from* 

(3) See that the analysis of your method of 
financing is backed up by an actuarial statement. 
Cven a small error in calculation can develop 
into a sizeable dollar drain over the years. 

(4) Know what your maximum contribution 
will be and under what assumptions. 

(5) Know what your minimum contribution 
will be and under what assumptions. 

(6) Watch out for contribution inflexibility. 
Cven though a Deferred Pension Plan may set 
a supposedly ''fixed" annual contribution! your 
plan should allow you the privilege of a smaller 
amnual contribution. This arrangement allows 
you to protect your business in lean or no 
profit years* 

(7) If you have to suspend your annual con- 
tribution to a Pension plan because of "busi- 
ness necessity!" remember that sooner or 
later you'll have to make larger annual con- 
tributions to keep the retirement trust fundup. 

(8) While your annual contribution in a 
Deferred Profit Sharing Plan is no fixed 
amount of dollars! watch out for debts against 
the retirement trust fund* In some cases 
you or the trust will have to pay up even if 
your company has no profits that year. 

GETTING STARTED 

One of your first steps in getting a retire- 
ment program started is to see a competent 



pension plan specialist! such as your lawyer, 
insurance advisor, accountant or a consultant 
who specializes in retirement finances. These 
experts can help you to find answers to ques- 
tions! such as: 

(1) Do I have the dollar capability? 

(2) What benefits do 1 want to provide and 
under what circumstances? 

(3) Do I want to provide benefits for all em- 
ployees! or particular classes of employees? 

(4) Which plan will best suit my company? 

(5) What method of financing will I use? 

(6) How much flexibility will I have in my 
annual contributions to the plan? 

FOR FURTHER INFORMATION 

Readers may wish to consult the following references for additional 
study. The list is necessarily brief and selective. However, no slight 
is intended towards authors wlu)se works are not mentioned. 

Fundomenials of Private Pensions, Dan M, McOi 11. Richard D. Irwin, 
Tnc.. Homewo^, HI. 1955.15.50. 

Scientific Employee Benefit Planning, Howe P. Cochran, Little, 
Brown & Co„ 34 Beacon St„ Boston Mass. 1954, S 10, 

An Executives Guide to Pensions, Profit Shoring tind iJefrrred Com- 
pensation, Barrctt-Gould Associates, 2000 Florida Ave„ Washington, 
D.C, 1961, Free, 

Association Retirement Plans, Paul C, Cowar^. 1961, 50 cents. 
Chamber of Commerce of the U.S., U.S, Chamber of Commerce, 
Washingtin, D«C„ 20006, 

Pension Trust Procedures and Guides For Qualification Under Sec- 
tion 40lfo) of the Internal Revenue Code of 1954, Publication No. 377 
(Revised February 1959), 25 cents. Treasury Department, In- 
ternal Revenue Service, Available from Superintendent of Documents, 
Washington, D.C, 20402, 

Successful Pension Planninehy Arthar J, Meache. Second edltloo, 
Prentlce*llall. Inc. Englewood tlliifa. N. J« July 1959. S2.25. 

The Profit-Sharing Guidebook, Prenlice«Hall, Inc. Englewood 
Cliffs. N. J. May 1950. t2.25. 
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THE CASE METHOD OF STUDY 



The case method is a teaching device that helps the student learn 
through the processes of reasoning and decisionmaking. Other popular 
teaching techniques stress learning or memorizing other people's knowl- 
edge on a given subject. The case method stresses his thinking abil- 
ities rather than his memory; it is dynamic, not passive. 

What is a case ? It is a description of an actual or true-to-life 
business situation. It is a statement of facts , opinions, and judgments -- 
in short, a problem having no pat answer but lending itself to discus- 
sion and analysis. 

The case method is particularly helpful in teaching businessmen 
because ituses real, practical problems rather than abstract situations. 
Properly used, it involves the participants in a way that will hold their 
interestand stimulate their thinking. It is particularly useful in devel- 
oping in the individual (1) the ability to make decisions on administrative 
tasks (without incurring the penalties of a wrong decision on the job); 
and (2) the habit of thinking analytically and constructively. 

The case method also highlights the value of group discussion 
and analysi^s. Each member of the group contributes from his unique 
experience, and each participant gains from the others. The group's 
knowledge and experience will exceed that of any one participant- - 
including the instructor. 

The following checklist can serve as a procedure for conducting 
case study and analysis: 



Suggestions for Case Study 

1. Read the case carefully for general content. 

2. Arrange the facts of the case in order of importance. 

3. Recognize and define the major problem(s) needing solution. 

4. Analyze the problems and their relative importance. 

5. Search for and establish alternative solutions. 

6. Select the most desirable of the appropriate solutions. 
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7. Analyze your probable solutions; set up the pros and cons, giving 
value to each. 

8. State your choice, decision, or final conclusion- -and be prepared 
to defend it. 

9. Set forth the plan you would follow to implement the decision. 



EFFECTIVE TAX PLANNING IN CHANGING TO CORPORATE FORM 

1 

\ 

This case study reviews the story of a business which has used 
good tax planning and reflects the typical handling of taxes in a small 
family corporation. An important part of the discussion is that cover- 
ing the comparison of taxes under alternative forms of organization. 



History of the Firm 

John Adams had operated his small business for several years 
before he decided to incorporate it in 1952. His primary reasons for 
incorporating were to obtain limited liability and to make it easier for 
the business to continue in the event of his death, thus providing an 
income for his widow and minor children. The business was incorpo- 
rated when he wrote his will and started planning his estate. 

When the business was incorporated, the stock was issued to 
Mr. and Mrs. Adams jointly with the right of survivorship. Since 
the value of the stock was under $30, 000, no gift tax was involved. 

Adams kept the building in his name and rented it to the corpo- 
ration. As will be seen later, this was helpful in keeping the tax as 
low as possible. 



2^/ From Income Tax Influences on Legal Form of Organization 
for Small Business by R. H. Raymond and Clifford M. Hicks, The Uni- 
versity of Nebraska under the Small Business Administration Manage- 
ment Research Grant Program. 

While this method was a sound choice in this instance, there 
are many situations when joint ownership is not desirable. Joint owner- 
ship should not be used without first consulting an attorney who is fa- 
miliar withprobate procedures in the stockholder's State. Just because 
joint ownership is right for one person does not even mean that it is 
right for other members of the same firm. 
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The balance sheets in Table 1 show that the firm has progre s sed 
satisfactorily but that no great expansion has taken place during the 
period covered by this study (April 1952 to March I960), The total in- 
vestment in equipment is nearly three times the investment at the time 
of incorporation, indicating that the plant has been modernized and kept 
up-to-date. Since retained earnings have grown slowly and there are 
loans due to Adams, the corporation must have distributed most of the 
earnings. The corporation has occasionally borrowed from its stock- 
holders rather than retain substantial earnings in the firm. 



TABLE I 

CONDENSED, COMPARATIVE BALANCE SHEETS 





WHEN INCORPORATED 


AT END OF STUDY PERIOD 




April 1 , 1952 


March 31, I960 


Assets: 






Current assets 


$ 4,750 


$ 7,500 


Equipment: 






Cost 


$10,500 


$32,500 


Portion charged to expense 






(depreciation) 


0 10,500 


17,900 14,600 


Other assets 


0 


1,200 


Total assets 


$15,250 


$23,300 


Liabilities: 






Accounts payable & accruals 


0 


$ 2,500 


Notes payable 


$ 3,250 


3,500 


Total liabi lities 


$ 3,250 


$ 6,000 


Equity: 






Common stock 


$12,000 


$12,000 


Retained earnings 


0 12,000 


5,300 17,300 


Total liabilities and equity 


$15,250 


$23,300 



Condensed earnings statements for both the corporationand for 
Mr. and Mrs. Adams for each year are summarized in Table 2. This 
table also shows the tax which was paid. 

The firm has distributed most of its earnings in the form of 
salary and rent rather thanas dividends. So, the most significant part 
of Table 2 is the detail of Adams' income from the firm--between 
$9, 000 and $15, 000 a year. 

Tax Under Alternative Forms of Organization 

This firm would clearly seem to be one of those firms which 
Congres s had in mind whenit enacted Subchapter S of the Internal Rev- 
enue Code (tax- option election) for small -business corporations in 1958. 
The corporate form was chosen by Adams purely for business reasons. 
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It would be unfortunate if this choice cost him substantial additional 
taxes. In order to determine the tax effect of his choice, the taxes 
which would have been paid under four alternative forms of organization 
were computed and are summarized in Table 3. 

Combined individual and corporation income and tax figures, 
summarized from Table 2, are listed by year to permit comparison 
with the alternative tax computations. 



TABLE 3 

TAXES UNDER ALTERNATIVE FORMS OF ORGANIZATION 





ACTUAL TRANSACTIONS 


TAX IN ALTERNATIVE FORMS 






Total Net 


T otal 






Corporation 




Total 


i V 1 1 ^ w l> 

Business 


Tax 


Partnership 


Tax-Option 


Optimum 


No 


Year 


Sales 


Income 2/ 


Paid b/ 


£/ 


Corporati on 


Planning 1/ 


Planning S/ 


1952 


S 86.600 


S 9,700 


S 1,520 


$ 1,609 


$ 1,520 


$ 1,520 


$ 1,701 


1953 


81 ,700 


10,400 


1,672 


1,758 


1,638 


1 ,672 


2,373 


1954 


84,500 


12,900 


2,160 


2,213 


2,077 


2,160 


3,662 


1955 


82.700 


15,900 


2.735 


2,485 


2,566 


2,735 


4,645 


1956 


75,600 


14,100 


2,475 


2,140 


2,376 


2,475 


3,184 


1957 


79,700 


12,700 


1,807 


1,857 


1,765 


1 ,807 


2,891 


1958 


87,400 


1 1 ,500 


2,034 


2,195 


1,988 


2,034 


4,731 


1959 


91,400 


16,800 


3,258 


3,237 


3,402 


3,258 


6,723 


Total 


$669,600 


$104,000 


$17,661 


$17,494 


$17,332 


$17,661 


$29,910 



















2/ Includes net corporate inconie plus adjusted gross income of Mr. and Mrs. Adams less dividends, 
k/ Figures represent total of corporate and individual taxes paid, 

£/ The difference in tax between the partnership and the tax option form is due in part to the inclusion of 
the Income of the corporate fiscal year in the partnership earnings. See note 1 below, 
k/ Same as tax actually paid since the firm was stri%I:*.g for optimum tax planning. Details of bonuses, 
interest, dividends, etc., can be ascertained from Table 2. 

2/ Assumptions! 

1 . Building was contributed to corporation along with rest of the assets in return for stock. 

2. A flat salary of $500 a month was drawn. 

3. The same cash withdrawals as in the actual operation are assumed except that all over $500 now 
becomes dividends. 



] 



I) 



Partnership 

The first alternative is the partnership form. Since Mr. and 
Mrs. Adams file joint returns, the tax in the partnership form is the 
same as it would have been had the firm continued as a proprietorship 
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and would have totaled $17, 494 for the years included in this study. 
Since a total of $17,661 was actually paid, the corporate form cost 
Adams the difference between these amounts, or $167 of tax, over the 
eight-year period. In his mind, the business advantages of the corpo- 
rate form were worth this cost. 



Tax-Option Corporation 

The partner ship- like tax option election under Subchapter S was 
not available during most of this period. However, the taxes under this 
election are shown in Table 3. The tax would have been about the same 
as in the partnership or proprietorship form, and Adams also would have 
had the business advantages of the corporate form. 

Conventional Corporation with Optimum Tax Planning 

The term "optimum tax planning," as used here, means arrang- 
ing the affairs of the corporation in such a way as to reduce the tax to 
the lowest possible amount over a period of years without violating the 
law or the spirit of the law . 

The next to the last column in Table 3 tabulates the tax which 
would have been paid under optimum tax planning. It is apparent that 
Adams was successful in optimum tax planning, as the tax reflected in 
this column is the same as the tax actually paid. Reference to Table 
2 will show that most of the income of the corporation was distributed 
each year, but that some income was left in the corporation. The firm 
used three methods to get income out of the corporation without the 
double tax which would apply to dividends; (1) Adams was paid abonus 
each year based on a percentage of corporate profits, (2) the building 
was retained by Adams and was rented to the corporation for a percent 
of gross receipts and (3) Adams occasionally loaned money to the firm 
and interest was paid on those loans. 



Since the corporation is on a fiscal year ending March 31, 
there are three months of extra income of the corporation included. 
However, since most of the corporate income is withdrawn as salary 
and interest, and since only the salary and interest received by Adams 
during the calendar year is included, there is almost no difference in 
total income taxed in each form. The corporate income for the year 
ended March 31, I960, was only $1, 578. 18, so assuming ratable earn- 
ings each month, only $394. 55 of extra earnings is included in. the cor- 
porate forms. 



There are limitations which pertain to the use of such devices. 
A firm must be sure that all such transactions are bona fide and that 
they areno more liberal thanif non- stockholders were involved. Adams 
has kept this in mind, so this case provides an example of effective tax 
planning. Adams has used discretion and common sense, yet has kept 
the tax within about $50 of what it would have been in the partnership 
form. Note that the firm even paid small dividends in three years. It 
isnot likelythat the Internal Revenue Service would challenge this plan. 



Conventional Corporation with No Tax Planning 

The last column in Table 3 is labeled "no planning. " This does 
not mean that the procedures which result in the most tax were sought 
out in making the computations for this column. Rather, the following 
assumptions were made; that Adams was paid an annual salary of 
$6, OOO and that the building was contributed to the corporation instead 
of being retained by Adams and rented to the corporation. The differ- 
ence between the salary and rent actually drawn, less the building ex- 
penses paid by Adams, is treated as dividends. 



Summary 

This case has reviewed atypical small corporate business which 
has followed good tax planning. Even with this good tax planning, taxes 
were higher than they would have been if the firm had been operated as 
a proprietorship or as a partnership of Adams and his wife. The firm 
was incorporated to attain business advantages ; the owners feel the ex- 
tra tax is a small price to pay for corporate advantages. 

The partner ship -like tax option election under Subchapter S was 
not available during most of the period covered by this study. Had it 
been available, and had the firm elected this method, the tax could have 
been the same as in the partnership form, yet the business advantages 
of the corporate form could have been preserved. 

If a typical method of operations (wherein the previous business 
and its assets were transferred to the corporation, a fairly high salary 
is drawn each month, and additional withdrawals are in the form of 
dividends) had been followed, total tax would have been considerably 
higher than under the optimum tax planning which the firm employed. 
It is obvious, therefore, that careful tax planning is essential in the 
conventional corporate form if a small-business isnot to pay far more 
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than its fair tax. The tax planning employed by Adams included three 
features: (1) a bonus based or profits was paid to Adams each year, 

(2) the building was retained by Adams and was rented to the corpo- 
ration for a percentage of gross receipts, and (3) interest was paid on 
loans from Adams. 

In changing to the corporate form, Adams followed procedures 
necessary to the non-taxable transfer of his proprietorship to the corpo- 
ration in exchange for the capital stock of the corporation. Although 
this is a simple procedure, all of the statutory requirements must be 
precisely compiled with, or the transfer is taxable. Underlying all of 
the statutory provisions is the basic requirement that the intent must 
be to continue to operate a business in the corporate form. It is advis- 
able in all tax planning to obtain the advice of an expert. 
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SUGGESTED INCUBATOR ASSIGNMENT 



1. What kind of tax payment schedule do you have for your business 
for the various Federal, State, and local taxes? 

2. How do you plan for and set aside funds to meet these tax payments 
in time ? 

3. What method do you use in your financial records to identify and 
compute business income, expense, and tax obligations. 

F or land and buildings ? 

For equipment? 

5. Could a new decision on lease versus ownership save you tax dollars ? 
Explain. 

6. What kind of professional assistance on your tax problems can the 
following people give you? 

Government tax authorities ? 

Professional management consultants? 

Accountants ? 

Attorneys ? 

Have you used any of these services? 
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SMALL BUSINESS ADMINISTRATION 

LISTING OF FIELD OFFICES 



Agana, Guam 
Albuquerque, New Mexico 
Anchorage, Alaska 
Atlanta, Georgia 
Augusta, Maine 
Baltimore, Maryland 
Birmingham, Alabama 
Boise, Idaho 
Boston, Massachusetts 
Buffalo, New York 
Casper, Wyoming 
Charleston, West Virgirla 
Charlotte, North Carolina 
Chicago, Illinois 
Cincinnati, Ohio 
Clarksburg, West Virginia 
Cleveland, Ohio 
Columbia, South Carolina 
Columbus, Ohio 
Concord, New Hampshire 
Dallas, Texas 
Denver, Colorado 
Des Moines, Iowa 
Detroit, Michigan 
Dover, Delaware 
Fargo, North Dakota 
Hartford, Connecticut 
Helena, Montana 
Honolulu, Hawaii 
Houston, Texas 
Indianapolis, Indiana 
Jackson, Mississippi 
Jacksonville, Florida 
Kansas City, Missouri 
Knoxville, Tennessee 
Las Vegas, Nevada 

Wichita, 



Little Rock, Arkansas 
Los Angeles, California 
Louisville, Kentucky 
Lubbock, Texas 
Madison, Wisconsin 
Marquette, Michigan 
Marshall, Texas 
Miami, Florida 
Milwaukee, Wisconsin 
Minneapolis, Minnesota 
Montpelier, Vermont 
Nashville, Tennessee 
Newark, New Jersey 
New Orleans, Louisiana 
New York, New York 
Oklahoma City, Oklahoma 
Omaha, Nebraska 
Philadelphia, Pennsylvania 
Phoenix, Arizona 
Pittsburgh, Pennsylvania 
Portland, Oregon 
Providence, Rhode Island 
Richmond, Virginia 
St. Louis, Missouri 
St. Thomas, U.S. Virgin Islands 
Salt Lake City, Utah 
San Antonio, Texas 
San Diego, California 
San Francisco, California 
Santurce, Puerto Rico 
Seattle, Washington 
Sioux Falls, South Dakota 
Spokane, Washington 
Syracuse, New York 
Toledo, Ohio 
Washington, D. C. 

Kansas 



The addresses and telephone numbers of these field offices are 
listed under United States Government in the respective city telephone 
directories . 
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